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FOREWORD 

By Sir Clive L. Baillieu, K.B.E., C.M.G. 

Mr. de Paula has long held an honoured place amongst the leaders 
of his profession. 

He has devoted his life to raising accountancy standards, to simpli- 
fying the form and presentation of accounts, to establishing budgetary 
control and financial planning, to improving business organization and 
developing techniques to meet the growing scale and complexity of 
modem business. 

He has brought to this task, not only great technical knowledge, 
but a sustained enthusiasm and a gift for lucid and clear exposition 
which enlivens even the most difficult of subjects. 

His audience has embraced the best elements in the professional, 
academic and business worlds of our time and generation. As a teacher 
for oyer twenty years in his own profession, as professor of accountancy 
and business organization in the University of London, as Controller 
of Finance of a great manufacturing business, he has gradually evolved 
and applied in practice the basic principles which are recorded in this 
book. 

He has been a real pioneer, blazing a trail which has led by stages to 
the recommendations of Mr. Justice Cohen’s committee and to the 
recent passing of the new Companies Act. 

I am deeply impressed by certain aspects of the life and teaching 
of Frederic de Paula : 

His grasp of principles and his insatiable quest for knowledge. 
For him there have been no National frontiers. He acknowledges, 
with gratitude, the debt he owes to the best thinking and practice 
- intheU.S.Aj 

The success with which his teaching and practice have been 
based on principles first worked out theoretically in the cloistered 
calm of his University days ; 

The candour and forcefulness wth which he examines the 
weaknesses of Industrial Organization and Accountancy Training. 

From his unique experience he has formed the view that the 
accoimtancy profession and industry should follow the lead of the U.S. A. 
and study in common on a University basis their basic problems. Thus 

vii 
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ever since I have kept in the closest touch with all of these develop- 
ments. 

\^^len I found myself occupying a University Chair and responsible 
for the teaching of business organization, in addition to accountancy, 

I was compelled to studj' the former subject. At that time, my practical 
experience, I must confess, was limited to that of a practising account- 
ant. However, I had had experience in service administration in the 
1914-18 war. Here again I turned to American literature and became 
very interested in the problems of management, particularly financial 
planning and control. Upon this academic study I based my teaching, 
and this I found to be of the greatest assistance to me when later I 
went into industry. 

It occurred to me, therefore, that these leaves from a traveller’s 
note-book might possibly be of interest to any accountants and others 
who may be bewildered by the profound changes in our professional 
outlook. They are submitted in their original form, and thus thej' 
record observations, experiences and conclusions as they occurred, 
and it will be seen that early conclusions, as the result of further 
experience, were sometimes altered, extended and developed. There 
is repetition in several papers when the same ground is recrossed, and 
I hope that readers will not find this tedious, but I thought it best to 
leave these notes in their original form. 

The book is arranged in four sections. Section I covers the develop- 
ment of accoimting principles. The issuing, by the Council of the Insti- 
'' tute of Chartered Accountants in England and Wales, of its recom- 
mendations on accounting principles, was one of the most important 
events in the life of the Institute. These recommendations have had 
far-reaching effects and have clearly been uddely adopted in the recent 
Companies Act. This represents the culmination of this movement 
which had been developing for many years. 

Section II deals wth various aspects of financial planning and con- 
trol in industry. Chapters XI and XII were based upon my academic 
study of the problem, but the subsequent chapters, XIII to X\T, 
were prepared after I went into industry. It will thus be seen how the 
original ideas based upon theory were hammered out and shaped on the 
anvil of practical experience. 

Section III covers miscellaneous matters, including education for 
the accountancy profession, a subject in which I have been keenly ^ 
^ted for many years. I have not included papers I gave on 
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auditing, except chapters XIX and XX, the latter, perhaps, for reasons 
of sentiment as it was my first public paper. 

In Section IV I have endeavoured to draw conclusions from the 
experiences gained upon this long journey. 

I wish to thank most sincerely my friend and colleague. Sir Clive 
Baillieu, for so kindly writing the foreword to this book. I also owe 
very sincere thanks to my son, F. C, de Paula, himself an ex-service 
accountant, for his valuable help and encouragement. 

To the editors of The Accountant and Accountancy I owe sincere 
thanks for their co-operation in allouang me to reproduce the matter 
published in their journals. I wish also to thank the Manchester 
Municipal College of Technology and the Polytechnic for allowing me 
to include papers prepared for them. 

My thanks are also due to His Majesty’s Stationery Office for kindly 
allowing me to include the minutes of my evidence given before the 
Company Law Amendment Committee. 

Finally, I wsh to express my very sincere thanks to my many friends 
and colleagues within the profession and in industry with whom 
I have had the privilege and pleasure of travelling down the road of 
life. They have been unsparing in their help to me. They have 
patiently borne with me and my strange ideas and have given me the 
priceless benefit of their experience, encouragement and advice. 

My journey through life has taken me to many and various places, 
and readers may be interested to compare these stray notes with the 
records of their own travels, as I should like to compare their notes 
with mine. The interchange of individual observations, experiences 
and conclusions is the soundest foundation upon which to build up 
our professional technique. 

F. R. M. de PAULA 


8 Palace Gate, W.8 
November, 1947 
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SECTION I 

ACCOUNTING PRINCIPLES AND 
KINDRED MATTERS 



Chapter I 

Company Law Amendment 

Thf author’s evidence taken before the Company Law Amendment Committee on the 
igih May, 1944, 


This chapter is divided into two parts. The first 
part is the Memorandum submitted to the Committee by the author- 
in 1943 and the second part is an extract from the minutes of e-vidence 
taken before the Committee on 19th May, 1944. 

MEMORANDUM SUBMITTED BY MR. F. R. M. de PAULA 
General Observations 

1. The form of presentation of the accounts of companies has 
been adversely criticized in the financial press in recent years and also 
in accountancy and other circles. 

2. In my -view the root of the criticism of the general practice 
regarding the form of presentation of the accounts of companies lies 
in the practical interpretation by directors and auditors of the part 
of Section 134 (i) (6), where it is stated that — "the B'alance Sheet . . . 
is properly dra-wn up so as to exhibit a true and correct view of the state 
of the company’s affairs.” 

3. I venture the opinion that a common interpretation, both by 
directors and auditors of the words " a true and correct -vdew " is that 
the intrinsic position of a company must be not less favourable than 
that disclosed by the Balance Sheet, but that it can properly be more 
favourable without it being necessary in hona fide cases for either the 
directors or the auditors to bring this fact to the notice of the members 
of the company. If it is correct that the foregoing is a commonly 
accepted interpretation of the wording of Section 134 (i) (&), then your 
Committee ipay wish to consider whether this interpretation is satis- 
factory, or not. 

4. This question of secret reserves has been debated in accoimtancy 
circles for many years. The Royal Mail Steam Packet Co. case, however, 
profoxmdly disturbed accountancy opinion upon this important sub- 
ject and since that case I, and I think many accountants, have been in 
grave doubt as to whether the above mentioned interpretation of the 
words " a true and correct view " is satisfactory and therefore acceptable. 

5. Experience, I suggest, clearly shows that, in the great majority 
of cases, the purposes rvith which rmdisclosed reserves have been created 
and used axe strictly honest. In fact, many of the most successful and 
honourable companies in this country have been built up upon the policy 

a — (B448) I 
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of ploughing back profits and part of these extra resources have been 
provided by means of the creation of secret reserves. 

6. In the past, in my opinion, directors of companies have been, 
perhaps, unduly apprehensive regarding the effect that disclosure of full 
information in the accounts of companies might have upon shareholders, 
employees, customers, competitors and the community generally. Secret 
reserves were therefore built up with a view to providing for possible 
future losses and charges, the disclosure of which it was wished to avoid. 
My own opinion and experience is that the full disclosure of all 
reserves and their utilization does not result in adverse effects but, on 
the contrary, that the publication of full and informative accounts with 
the disclosure of all reserves has a most desirable result in that it 
'creates a spirit of confidence in the management of a company. 

7. The fact that the published accounts of coinpanies in many cases 
show an understatement of the true position of affairs is, I submit, well 
known, and this fact, in my opinion, has resulted in a lack of confidence 
in the accounts of companies.' Furthermore, as it is impossible to assess 
the amount of -the understatement, critics, not unnaturally, incline 
greatly to exaggerate this factor. 

8. In my view, therefore, the basic principle should be that the 
accormts of companies should be designed to give, a full true and 
complete view, in broad outline, of the financial position of a company 
and of its true earnings for each accormting period. Were this policy 
generally adopted, in my opinion it would establish confidence. This 
policy 'Would not prevent companies from building up aU the reserves 
deemed necessary by their boards for the development and mainten- 
ance of their undertakings, and, if my experience is a sound guide, 
the honestly held apprehensions of directors regarding the ill effects 
of full disclosrue in accounts will prove to be iUusory. 


The Balance Sheet 

. 9. In my opinion confusion and misunderstandings in practice 
arise owing to the loose use of the word "reserve." I submit, therefore, 
that in the Act this important matter should be established and 
clarified upon the following lines — 

(«) The term "reserve” should be used to denote sums set aside 
out of profits or other surpluses to provide against unknown future 
increase working capital, to equalize di'vidends or 
cE ^^^Sthen the financial position of a company. A "reserve” 
° ^ profit or surplus and represent therefore, 

^ available profit or surplus. 

which capit^ reserve " should be used to denote reserves 

able which thp^a-^^'^7 regarded as available or, if legally avail- 
^tnS^ i available for 

en , such as a surplus arising upon a revaluation 
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of fixed assets or a premium received upon an issue of shares or 
debentures. 

(c) The term "provision" should be used to denote sums charged 
against profits or earnings to pro\dde for kno\vn contingencies, 
commitments or for the diminution in value of assets. Such 
"provisions” represent a charge against earnings for knovm con- 
tingencies the exact amount of which cannot be ascertained, such 
as "provisions” for bad debts, discounts, depreciation of assets, 
deferred repairs, disputed claims, taxation, etc., which must there- 
fore be estimated. 

10, I submit that Section 124 (2) of the Act should be amended 
by adding to the items to be stated under separate headings in the 
Balance Sheet, the following — 

X {a) AU capital reserves as defined in 9 (b), above. 

[b] Capital redemption reserves in accordance with Section 
46 (i) (c). 

(I would suggest that the word "fund” should not be used in 
Section 46 (i) (c) in describing this reserve, as accountants generally 
consider that the word "fund” should indicate that the reserve 
is represented by "ear-marked” investments outside the business.) 

(c) All reserves as defined above in 9 (a) and which are available 
for distribution as dividend. 

(<f) All provisions as defined in 9 (c) above. Provisions repre- 
senting the estimated diminution in the value of assets such as 
depreciation of fixed assets, anticipated bad debts, and depreciation 
in the value of stock-in-trade should, I submit, in the Balance Sheet 
be deducted from the appropriate assets and if possible the amount 
of the provision should be stated. Provisions for^such contingencies 
as deferred repairs, disputed claims and taxation should be suitably 
classified and separately stated in the Balance Sheet under the 
heading of Current Liabilities and Provisions. 

(e) In my submission provisions for («) depreciation and (6) 
obsolescence,' should be dealt with separately in the Balance Sheet 
and also in the Profit and Loss Account. Depreciation represents 
the gradual exhaustion of capital outlaid in fixed assets in the course 
of earning revenue. The unknown factors generally are the effective 
working life and the realizable value of the discarded asset. Obsoles- 
cence, on the other hand, is a completely unknown factor. It is 
impossible to forecast whether any machine will in fact become 
obsolete or when in the future that contingency is likely to arise. 
It is not, therefore, possible to calculate this risk. I suggest, there- 
fore, that this contingency should be provided for by appropriating 
available profits to General Reserve or to a special Obsolescence 
Reserve. In practice this contingency is commonly provided for 
by raising the rates of depreciation above that required to meet the 
normal depreciation factor. This practice, in my opinion, is not a 
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desirable one as it obscures the true view oi the position of affairs. 
In my view, the provisions for depreciation are a necessary charge 
against earnings and should be separately stated, whereas provi- 
sions for obsolescence should be dealt with by way of appropriations 
of profits to provide reserves to meet this incalculable contingency j 
I would recommend, therefore, that the Act should give a definition 
of “depreciation” maldng it clear that this term does not include 
the factor of obsolescence. 

(/) Provisions for proposed dividends and bonuses, in my view 
should be separately stated under the heading of Current Liabilities 
and Provisions and should be stated after deduction of Income Tax, 
provided that it is stated that they are subject to confirmation by 
the members. 

(g) Section 124 (2) (c), I submit, should make it clear that (i) 
Goodwill and (2) Patents and Trade Marks should each be stated 
under separate headings. The w'ording of the present sub-section 
is not, I suggest, clear upon this point. 

{h) Investments of a "fixed” nature and held for trading pur- 
poses. 

(i) Investments other than trade investments and held as part 
of the liquid resources of a company. 

y) In all cases where there are Stock Exchange quotations of 
investments held by a company then the mean market value of 
such investments as at the date of the Balance Sheet should be 
shown by way of a note against this asset on the Balance Sheet. 

(fe) Debentures, mortgages and other long-term loans should, 
in my view, be suitably classified and separately stated under the 
heading of Long Term Liabilities. 

(f) There should be separately stated under the heading of 
Current Liabilities and Provisions the' following — (i) Bank Loans 
and overdrafts. (2) Other short term loans. 

{m) The aggregate amount of the company's liability (if any) 
under guarantees should be separately stated by way of a note on 
the Balance Sheet,- together with a note of the aggregate amount of 
the actual liability anticipated by the directors. 

II. In my- view, the basis of the provision for United Kingdom 
Income Tax should be made clear in a Balance Sheet, i.e. in the case of 
.a Balance Sheet at the 31st December, 1942, whether the provision 
covers (a) f of the 1942/3 ^come Tax liability only or (6) the whole of 
the 1942/3 Income Tax liability or (c) in addition the whole of the esti- 
mated Income Tax liability for 1943/4 which Hability ^vill be based upon 
the profite for the year 1942. Practice differs greatly in this connection, 
but I suW that is a matter of great importance that the point up 
to wfech this habihty has been provided for should be made clear in 
the Balance Sheet. 

12. I submit that under the heading of "Current Liabilities and 
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Provisions” in the Balance Sheet there should be separately stated the 
aggregate of the provisions for national defence contribution or Excess 
Profits Tax and the Income Tax liability for the current fiscal year. 

13. I further submit that any provision for or towards the estimated 
future liability to Income Tax in respect of the fiscal year commencing 
after the date of the Balance Sheet should not be included under the 
heading of "Current Liabilities and Provisions” but should be grouped 
with Reserves. . 

14. I submit that in Section 124 (1) it should be provided that in the 
Balance^ Sheet the liabilities and assets should be reasonably classified. 
I would also suggest that in this sub-section and throughout the Act 
the term "current assets” should be used in place of "floating assets.” 

15. The provision in Section 124 (i) to the effect that in the case 
of fixed assets it should be stated in the Balance Sheet " how the values 
of the fixed assets have been arrived at” is commonly interpreted as 
requiring a statement such as "Fixed Assets at cost less Realizations 
and Depreciation.” Without knowledge as to the reasonableness of 
the depreciation provision such a statement affords no guide as to 
whether or not these assets are stated at a satisfactory value. I have 
seen a Balance Sheet of a flourishing company in which land, buildings, 
plant, machinery an^xCquipment were stated at £1. I do not feel that 
the present position is satisfactory but I appreciate the difficulties in 
connection with it. I would therefore suggest for consideration that 
Section 123 (2) should provide that in their annual report the directors 
should be required to state that the values at which the fixed assets 
are stated in the Balance Sheet represent, in their opinion, fair values 
upon the basis of the undertaking continuing as a going concern and in 
accordance with accepted accounting principles consistently maintained. 

16. Section 124 (i) does not require any statement to be made in 
the Balance Sheet regarding the basis of valuation of current assets 
although this is a matter of great importance in the ascertainment of the 
financial position of a company. The chief factors appear to me to be as 
follows — 

(a) Inventories of Stock-inTrade. The directors of a company 
must, clearly, be responsible for the valuation of this important 
asset. In my view the basis of valuation should be in accordance 
\vith accepted accoimting principles consistently maintained, 
otherwise if the basis is altered from year to year the earnings of 
that year must be distorted. I would suggest that in the report 
of the directors they should be required to state the basis of valua- 
tion of inventories and if the basis has been varied from that adop- 
ted for the purposes of the preceding Balance Sheet then they should 
be required to state the amoimt by which the trading results for the 
period under review have been increased or decreased by reason of 
the variation of the basis of valuation of the inventories. If the 
directors create a provision for possible future depreciation in the 
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value of inventories then, I suggest, the amount of such provision 
should be separately stated in the Balance Sheet. 

{b) Simdry Debtors, Bills Receivable, etc. I suggest that the Act 
should provide that the amount of any provision for bad and 
doubtful debts should be stated and shown as a deduction from this 
asset in the Balance Sheet. 

(c) Temporary Investments. In my opinion the basis of valuation 
should be stated and in the case of investments for which there is a 
market quotation, as stated in paragraph ii {j), the mean market 
value as at the date of the Balance Sheet should be stated. 

{d) I would recommend that in their report the directors should 
be required to state that the values at which the current assets are 
stated in the Balance Sheet represent, in their opinion, fair values 
upon the going concern basis, and in accordance wth accepted 
accounting principles consistently maintained. 

Auditors’ Report upon the Balance Sheet 

17. I would recommend that Section 134 (i) (6) should read as 
follows — "Whether, in their opinion, the Balance Sheet referred to in 
the report is properly drawn up in accordance with accepted accoimting 
principles consistently maintained so as to exhibit a true correct and 
complete view of the state of the company’s affairs according to the 
best of their information and the explanations given to them and as 
shown by the books of the company.’’ 

The Broeit and Loss or Income 
AND Expenditure Account 

l8. In the past, it appears to me, that the Balance Sheet has been 
generally regarded as the all-important statement, but I respectfully 
submit that the Profit and Loss Account is of equal if not greater 
importance. In my opinion the true value of a business undertaking 
is its capacity to earn profits. It is therefore, I submit, of vital impor- 
tance that the annual Profit and Loss or Income and Expenditure 
Account should give a reasonably clear \uew of the financial resrdts 
of the trading or other transactions of each accounting period and how 
those results have been arrived at. 

19. The terms of Section 123 (i) have not, I submit, proved to be 
satisfactory. This sub-section does not give any indication as to what 
information shall be given in the Profit and Loss or Income and Ex- 
penditure Account. ^ In practice, therefore, these accounts commonly 
give a minimum of mformation and disclose merely the final profit or 
toss for the accounting period, the appropriations to reserves and the 
drrudends paid and recommended by the directors, with the addition 
of one or rivo items such as the following— (u) Depreciation of fixed 
^sets; (6) Interest on debentures, loans, etc.; (c) Directors' fees; 
((f) Auditors fees. 
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In my view the section should lay down the contents of the Profit 
and Loss or Income and Expenditure Account as Section 124 does in 
the case of the Balance Sheet. 

20. I submit also that the Act should provide that all earnings, 
surpluses and income which do not represent normal earnings attribut- 
able to the current accounting period should be separately stated in 
the Profit and Loss or Income and Expenditure Account. Likewise 
I submit that all losses and charges .which do not represent normal 
charges attributable to the current accounting period should be separ- 
ately stated. The object of these recommendations is, of course, in 
order that the true earnings of each accounting period may be shown 
clearly by the accounts. 

21. I submit that Section 123 (i) should provide that, in the case 
of a trading company, the Profit and Loss Account should contain a 
reasonable summary of the earnings, expenses, losses and charges for 
each accounting period and that the following should be separately 
stated — 

^{a) Net Sales. 

(6) Miscellaneous Income (reasonably classified). 

"(c) Income, etc., which does not represent normal earnings 
attributable to the current year or period (reasonably classified). 

{d) Cost of goods sold (excluding depreciation). 

(c) Selling, Advertising and Distribution charges (excluding 
depreciation). 

(/) General Administrative Charges (excluding depreciation 
and directors’ remimeration). 

(g) Financial Charges. 

(h) Depreciation of Fixed Assets. 

(j) The total amount paid to directors as defined in Section 128 

(i) (c). This figure, I submit, should embrace the remuneration of 
all directors and therefore I recommend that sub-section (3) of 
Section 128 should be deleted from the Act. 

{k) The aggregate of pensions and compensation for loss of 
office payable to past directors. 

(Q Losses and charges which do not represent normal charges 
attributable to the current year or period (reasonably classified). 

(wi) Provision for E.P.T. or N.D.C. 

(«) Prornsion for Income Tax specifying the fiscal period covered 
by this provison. 

(0) Appropriations to Reserves, 

(/>) Diwdends and Bonuses paid (less Income Tax). 

(5) Dividends and Bonuses recommended (less Income Tax). 

(r) Transfers to or from Reserves (reasonably classified). 

Regarding (j) and {k) above it seems to me only reasonable that the 
members of a company should have knowledge of the aggregate 
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amounts of remuneration payable to all directors and past directors. 
The fact that these figures are not disclosed in accounts is a matter of 
criticism and in my view, therefore, it would seem uisc to make dis- 
closure compulsory. 

22. In the case of non-trading companies, I submit that Section 
123 (1) should provide that the Income and Expenditure Account 
should disclose a reasonable classification of the income and expenses, 
charges and losses, upon the same general lines as is recommended in 
paragraph 21 above. 

23. In order to facilitate the reading of the annual accounts of a 
company I would recommend that the Act should provide that the 
corresponding figures according to the preceding year’s accounts 
should be showm against each item in both the Profit and Loss or In- 
come and Expenditure Account and in the Balance Sheet, 

24. I would recommend that the Act should provide that the audi- 
tors’ report under Section 134 (i) should make reference to the Profit 
and Loss or Income and Expenditure Account and state whether, 
in the auditors-’ opinion, that account is properly drawn up in 
accordance \vith accepted accounting principles consistcntlj' main- 
tained so as to exliibit a true, correct and complete view of the 
revenue transactions of the company. Tliis would make clear the im- 
portance of the Profit and Loss or Income and Expenditure Account 
and that the auditor has direct responsibilities with regard thereto. 

Holding Companies 

25. The present Act makes no reference to sub-subsidiarj' com- 
panies. I would therefore recommend that this omission should be 
rectified in order to clarify the position. 

26. When a company holds a controlling interest in other companies, 
directly or through subsidiary companies, it is suggested that all of 
these companies should be referred to in the Act as "Subsidiary 
Companies" thus embracing aE sub-subsidiary and sub-sub-subsidiary 
companies within the group. 

27. I submit that the following sections of the present Act should be 
amended so as to include all subsidiary companies as defined -in para- 
graph 26 above— Section 125, Section 126 (i), (2) and (3), Section 127. 

28. In my view the terms of Section 127 (i), (a) and (6) are far 
from dear. For example, if the whole of the preference share capital 
(say) £150,000 of Company "A” were held by Company "B," the pre- 
ference shares only having voting rights when their dividends are in 
arrear, the whole of the ordinary share capital (say) £100,000 by 
Company C and Company "D” had the power to appoint the major- 
ity of the directors of Company "A," then Company "A” would seem 
to be a subsidiary of Companies "B.” "C” and "D.” 

.^29, In my view voting power is the essence of control. I would 
therefore submit that Section 127 (i) should be amended to provide 
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that the holding directly or indirectly in another company of more than 
50 per cent of the voting power should constitute that company a 
subsidiary company under the Act. 

30. I would also recommend that the Act should provide that the 
holding company’s investments in and indebtedness to and from associ- 
ated companies should be separately stated in the holding company’s 
Balance Sheet, associated companies being those in which the hold^g 
company's direct or indirect interest does not give control but where 
the investment is held purely for trading pmposes. 

31. I would recommend that Section 126 should be amended so as 
to provide that the directors’ statement shall disclose («) the aggregate 
amount of the holding company’s proportion of the losses, for the year 
or period, of subsidiary companies not provided for in the holding 
company’s accounts and (b) the aggregate amount of the holding 
company’s proportion of profits for the year or period of subsidiary 
companies not brought to credit in the accounts of the holding company. 

32. Section 126 (2) should, I suggest, be amplified to provide for 
the reports of auditors of foreign controlled companies. As these audit 
reports are not generally in the British form I would recommend that 
the auditors of the holding company shoiild be required to decide 
whether or not any statement contained in the report of the auditors 
of a foreign controlled company constitutes a qualification for the 
purposes of this sub-section. 

33. I would recommend that the Act should make it illegal for a 
subsidiary company to hold shares in the holding company. In cases 
where that position already exists I suggest that a reasonable time 
should be given for the liquidation of these holdings. 

34. I would recommend that the Act should provide that no director, 
other officer or employee of a holding company or of any subsidiary 
or associated company should be eligible to hold the office of auditor 
of any company within the group. • 

35. In cases where a subsidiary company is registered as a private 
company, I would recommend that such subsidiary should be required 
to publish and file its annual accounts. 

Consolidated Statements 

36. In my opinion it is not possible to obtain a true and correct 
view of the state of the financial affairs and the trend of the results 
of a group of companies, from an examination of the legal Balance Sheet 
and Profit and Loss Accounts of a holding company prepared in accord- 
ance with the terms of the present Act. Furthermore, the publication 
of the individual accounts of all subsidiary companies would not 
give the supplementarj' information required %vithout considerable 
explanation of the inter-company relations, neither would such a 
course be practicable when there are numerous subsidiar)" companies 
spread o%'er many countries with different currencies. A reasonably 
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clear view of the financial position and trading results of a group of 
companies can, in my ww, be obtained only bj’ the preparation of a 
consolidated Balance Sliect together with a consolidated statement of 
earnings. In my opinion the consolidated statement of earnings is the 
more important statement as it is the relationship of the consolidated 
earnings to the total capital employed that gives an indication of the 
value of the total capital invested in the group of companies. 

37: I would therefore recommend that the Act should provide that 
to the accounts of every holding company there should be attached 
(a) a consolidated Balance Sheet and [h) a consolidated statement of 
earnings. 

The Consolidated Balance Sheet 
38. I submit that the following provisions regarding this statement 
should be included in tlie Act — 

(а) On the consolidated Balance Sheetit shouldbc stated whether 
or not the various items from the Balance Sheets of all subsidiary 
companies (as defined in paragraph 26) have been brought into tlie 
consolidated Balance Sheet. The reason should be given for the 
non-inclusion of any such subsidiary companies. 

(б) In the case of the Balance Sheets of foreign subsidiary' 
companies these should not be consolidated if, at the date of the 
consolidated Balance Sheet, it is not possible for reasons such as 
enemj' occupation or exchange restrictions, to transfer liquid 
funds freely between the countries in which the controlled company 
and the holding company respectively are operating. If, for these 
or other reasons, the Balance Sheets of any foreign subsidiary 
companies liave been excluded from the consolidation this fact 
should be stated together with the reasons for non-inclusion. 

(c) If the Balance Sheets of any subsidiary companies are ex- 
cluded from the consolidated Balance Sheet then the aggregate of 
the investments in and indebtedness to and from those companies 
should be stated as a separateiteminthe consolidatedBalance Sheet. 

{d) The investments in and indebtedness to and from associated 
companies should, in my submission, be separately stated in the 
consolidated Balance Sheet. 

{e) In the case of subsidiary companies overseas, the accounts 
of wWch are in foreign currencies, the basis adopted, for the con- 
version of the various items in the Balance Sheets of those companies, 
should be stated. 

{/) There should be separatelj' stated the aggregate of goodwill 
items including the difference between the Balance Sheet values of 
inter-company holdings of shares and their par values less any un- 
distributed profits at the date of the acquisition of such shares. 

(§) There should be separately stated the interest of outside 
shareholders in the share capital of subsidiary companies, after 
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taking into account their proportion of reserves and undistributed 
profits or losses attributable thereto. 

{h) I submit that, when applicable, the observations contained 
in paragraphs 9 to 16 above should also apply to the consolidated 
Balance Sheet. 

The Consolidated Statement of Earnings 

39. This statement should reconcile the aggregate earnings of the 
holding company and all of its subsidiaries for the year or period wth 
the balance available to the holding company. 

40. I submit that, when applicable, the observations contained in 
paragraphs 18 to 23 above shbvdd also apply to the consolidated state- 
ment of earnings. All inter-company sales should, of course, be ex- 
cluded from the consolidated figure of '* net sales.” 

41. I submit that in the consolidated statement of earnings the 
following items should be separately stated — 

(a) Income, etc., which does not represent normal earnings 
attributable to the current year or period. 

(b) Losses and charges which do not represent normal charges 
attributable to the current year or period. 

(c) British and foreign taxation on profits or dividends provided 

for in the accounts of all subsidiary companies. __ 

{d) Undistributed profits for the year or period less losses of 
subsidiary companies not provided for in the holding company’s 
accounts. 

(e) The interests of the outside shareholders of subsidiary 
companies in the consolidated results. 

(/) War damage contributions and premiums. 

42. I recommend that the basis should be stated upon which the 
results of foreign controlled companies have been converted into sterling 
for the purposes of the consolidated statement of earnings. 

43. I would recommend that there should be attached to the con- 
solidated Balance Sheet and statement of earnings a report from the 
auditors of the holding company to the effect that they have had 
produced to them the audited accounts of all the controlled and associ- 
ated companies and that the consolidated Balance Sheet and statement 
of earnings have been properly prepared in accordance with accepted 
accounting principles consistently maintained. The report should con- 
clude with an appropriately worded expression of opinion regarding the 
correctness of the view given by the consolidated Balance Sheet and 
statement of earnings. 

Private Companies 

44. In my view, as private companies enjoy the^advantages of 
limited liability, their directors should be required by the Act to render 
an account of their stewardship in exactly the same way as the directors ^ 
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of public companies are required to do. From the points of view of the 
shareholders and creditors of private companies this seems to me only 
equitable and reasonable. ' . _ ^ 

45. For the above reasons, I submit that private companies should 
not be excluded from the provisions of Section 130 (1) and Section 110 
(3). If this recommendation were not agreed to then I would respect- 
fully submit that the foregoing two sections should not apply to sub- 
sidiary companies registered as private companies. 


Directors 


46. I submit that the directors and other officers of a company 
should be required to hold in their oum names any shares in the com- 
pany emplo3dng them and that all dealings in such shares should, there- 
fore, be in their own names and, further, all such dealings should be 
reported to and be recorded in the minutes of the board. 

47. I would also suggest for consideration that all such dealings 
during each year should be recorded in a separate section of the Annual 
Return (Section 108). 

48. As recommended in paragraph 21 (j) and (k) my recommenda- 
tion is that the aggregate of the remuneration paid to all of the directors 
and the aggregate of pensions and compensation for loss of office paid 
to past directors should be separately stated in the axmual Profit and 
Loss Account. 

49. If it were a^eed that secret reserves should not be permitted, 
then I would suggest that the directors should be required to state in 
their annual report (Section 123 (2)) that all reserves and prolusions, 
so far as it is possible, were disclosed in the Balance Sheet. This would 
make it absolutely clear that secret reserves were not permitted. 
As regards banking companies I would prefer not to express an opinion 
as to whether such a prolusion in the Act should apply to such com- 
panies as I have not had the necessary experience to justify my express- 
ing an opinion. 

50. I would suggest that it would be convenient if the Act pro- 
vided that the directors’ report should be regarded as a part of the 
audited Balance Sheet and Profit and Loss Account, so that it would 
be not necessary to repeat in the accounts information given in the 
directors’ report. 

Auditors 


5 ^* I would suggest that Section 132 should provide that the 
auditor of a company must be a member of one of the recognized bodies 
of professional accountants. 

52. The relationship between the auditors of a company and the 
body of members is very remote, whereas the auditors’ contacts ivith 
the directors of a comply, of necessity, are very dose. It is difficult 
to see how it is possible to strengthen the rdationsliip betiveen the 
members and the auditors, unless the Act provided that the auditor 
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should be required to attend all meetings of members and that members 
should have the right to address questions regarding the accounts to 
the auditor, who would be required to answer such questions provided 
that the auditor should be entitled to refuse to give an answer to such a 
question if, in his opinion, to do so was contrary to the interests of the 
company. 

53. I have seen it suggested that the auditor each year should in- 
vestigate and report upon the system of administration and manage- 
ment of a company, in addition to the conduct of the financial audit. 
In my opinion this is not a practicable proposition, as professional 
accountants generally, in my opinion, are not qualified to undertake 
a management audit. Were they required to undertake such increased 
responsibilities, then the professional accountant’s system of education 
and training would require to be drastically altered. In my view, there- 
fore, the auditors’ responsibilities should be confined to the audit of the 
Balance Sheet and Profit and Loss Account. If a management audit 
were deemed to be necessar3', then, in my submission, such an audit 
should be undertaken by members of a body specially educated and 
trained for this purpose. / 

^ 14th September, 1943. 


EXTRACT FROM THE MINUTES OF EVIDENCE 

9833. (The Chairman) : Mr. de Paula, I think you are Vice-Chair- 
man and Joint Managing Director of Harding, Tilton & Hartley 
Limited, a FeUow of the Institute of Chartered Accountants, though 
not now in practice, and that you were formerly connected with the 
Dunlop Rubber Company, Limited? — ^Yes. 

9834. You have kin^y put in a memorandum which we have all 
read, and as it deals largely with accounting matters, with which 
Mr. Kettle is more familiar than the rest of us, I will ask him to put 
questions in the first place. 

9835. (Mr, Kettle) : I understand you are in general agreement 
with the recommendations of the Institute of Chartered Accountants, 
but that in certain respects you feel that disclosure should go further 
than their recommendations suggest? — ^Yes. 

9836. I propose to ask you questions, only in respect of points 
where your views differ from those of the Institute. I think the first 
point on your memorandum is in regard to the treatment of reserves 
and provisions, which you deal with in paragraph 10. As regards the 
definitions of those terms, quite apart from their treatment, would it 
be correct to say that there is no difference between you and the Insti- 
tute? — ^No, none whatever. 

9837. The Institute express the view that where the amounts 
involved are not material to the figures in the accounts, disclosure of 
the items is unimportant from the point of view of giving shareholders 
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substantially the information necessary to apprise them of the real 
meaning of the accounts. Mr. Robson, -who represented the Institute, 
gave an illustration, I think purposely an exaggerated illustration ; he 
put it in this way, “From the practical point of view, we feel that if 
you had a company whose capital was, say, £20 million and you had 
a reserve of, say, £5, it would be a little tri\dal to oblige that company 
to have a separate line in its Balance Sheet and account for a matter of 
£5, which is relatively insignificant in the ascertainment of the financial 
position of the undertaking.'' He is trying to draw a distinction be- 
tween what is material and what is not material. What would you 
say to Mr. Robson’s argument in that respect? — feel that to draw 
that line in practice is very difficult. There is either a principle or there 
is not one. I do not think his illustration is likely to happen because a 
company of that size would not have a reserve of £5. I believe there is 
a legal maxim that the law does not worry about trifles — and, I submit, 
neither should accountants. 

9838. What I imagine the Institute are mainly distinguishing are 
provisions representing close estimates of actual liabilities which are 
not ascertainable exactly at the date of the Balance Sheet, and other 
provisions for known contingencies and commitments where the 
amounts are material but carmot be ascertained with substantial 
accuracy. In the first case I think they have in mind items such as an 
estimate of £500 for rates, where the exact amount is not shown. 
Would you think it important that items like that should be separately 
shown as provisions, or do you think they should go under current 
liabilities and accrued charges? — Yes, I agree. An estimated liability, 
the amount of which you can estimate mth a reasonable degree of 
accuracy does not, it seems to me, come under the heading of provisions, 
but should be shown as an estimated habihty. Provisions are some- 
thing rather different. 

9839. That still leaves you in this position that you have to judge 
what is material and what is not material, even in a case like an esti- 
mate for rates? — ^Yes, it is a little difficult to draw that distinction, 
I agree. • 

9840. The Institute make one exception to disclosure of a provision 
of a material amount which cannot be estimated with accuracy, that 
is where disclosure would be detrimental to the company’s interests, 
such as a claim in litigation against the company. They say that in 
those cases there should be a discretion to the directors not to show 
the amount in the Balance Sheet because of the detriment it would 
^use to the company, and that they ought to be permitted to include 
it under creditors. Have you any views on that reservation by the 
Institute? I feel that that is a very difficult point. If you have a 
contingency reserve that is for all general contingencies, that is where 
I suggest one might provide for the type of item that you have in mind, 
being one which you do not want to disclose. 
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9841. But "contingency reserve” under the definition of the Insti- 
tute is a reserve quite free, part of a surplus. Could you really, where 
you have a known claim, rely on an open reserve as a provision for that 
claim? — But why not? It is available for any needs of the company 
and supposing there is this claim, which you do not want to disclose, 
of £50 j 000. I would increase the contingency reserve by £50,000. 
That would disclose to no one specifically why it was done, but could 
that be said to be mong? 

9842. I rvillTut it to you in this way; under the definition of 
"reserves" which include a contingency reserve, it is held out to the 
shareholders, or at least that is the intention of the Institute’s definition, 
that that reserve is absolutely free from any claim, that it is part of the 
company's surplus. If you depart from that definition and say that free 
reserves shall be held to take care of the claims which you know are 
outstanding, do you not destroy the definition? — ^Yes, I agree, but it'is 
only because of the need for non-disclosure that I would suggest dealing 
with it in that way. 

“ "9843. The Institute agree with you that it is desirable where possible 
to disclose the aggregate depreciation deducted from fixed assets. 
They suggest, however, that that is frequently impracticable because 
the information is not available from the books : I am not very clear 
from paragraph 10 (d) of your memorandum whether you agree with 
that when you say that the provisions for depreciation of fixed assets 
should be deducted where possible. — ^That is the reason. It is in the case 
of the old company which has no records from the time of acquisition 
of the asset where it is extremely difficult to do, in fact very often it is 
impossible. 

9844. Would that also apply to deductions for shrinkage in the value 
of stock or provision for doubtful debts, or would you require those to 
be shown? — ^The provisions for doubtful debts, I suggest, should be 
sho%vn. With stock I suggest that where having applied the lower of 
cost or realizable value, if the directors decide to make a provision of a 
Imnp sum for unknown future risks, that provision, I suggest, should ^ 
be shown. 

9845. That does not differ from the Institute? — ^No. 

9846. I now come to paragraph 10 (e) where you think it is import- 
ant that a distinction should be made between obsolescence and deprecia- 
tion. You say "The unknown factors generally are the effective 
working life and the realisable value of the discarded asset.” By 
"effective working life” do you mean the effective physical life or 
the effective commercial life? — ^The effective commercial life. 

9847. You would agree that both the effective commercial life and 
the discarded value of the asset must be matters of estimate? — ^Yes. 

9848. Where there are separate provisions made for depreciation 
and obsolescence, there is of course no difficulty in showing them in 
the accounts, but take a case where the income tax allowance for w^ear 
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and tear is 4 per cent ; one company may think a reasonable provision 
for depreciation is 5 per cent, another company with a similar asset 
may think a reasonable provision is 10 per cent. Who is going to deter- 
mine the measure of obsolescence w'hich may be contained in the various 
rates wrhich directors may settle for depreciation? — ^The way I look 
at it, obsolescence should not be included in those rates, because 
obsolescence is a factor which no one can calculate. Therefore my view 
is that depreciation should be calculated on the basis of the commercial 
life of the machine which although it might with expensive upkeep 
hang together for, say, 15 years, I would put at say, 10 years. That is 
depreciation ; and my suggestion is that to cloud that with obsolescence 
confuses the whole issue. Obsolescence, I suggest, can only be provided 
by the appropriation of profits to general or a separate reserve. If I 
simply increase my depreciation provisions, am I not like an insurance 
company that is trying to set aside the premiums of each policy holder 
to meet his claims? Every machine will not become obsolete, but I 
do not know which one wriil or which one will not. If I provide for de- 
preciation and obsolescence together I am, in efiect, setting up an 
obsolescence reserve against each machine. If one goes obsolete after 
two years when it stands at, say, £10,000 on the books, I have a write- 
off of £10,000, and that is what often stops directors replacing; but 
if they have set up a separate obsolescence reserve which is available 
for any machine, they can ^vrite off that £10,000 against the reserve, 
and thus not touch the current earnings. 

9849. I quite appreciate the theory upon which you are working, 
but my difficulty is to understand how, having regard to the illustration 
I have given you where there is no separate provision for obsolescence, 
the theory w’ould become effective in the accounts. You suggest, for 
example, that there ought to be a definition of "depreciation.” Do 
you think it would be possible to define "depreciation” in such a way 
that you could exclude from the definition the factor of obsolescence? — 
They are, I submit, two distinct things, and they are quite separate 
and distinct in my mind. One is the actual wearing out of the asset 
in the course of use, the other is due to the progress of invention. A 
new invention might render an old machine; commercially useless for 
competitive production, and that may come at any time and one cannot 
calculate it. 

9850. Turning to paragraph 10 (g), you suggest that the Act should 
require intangibles, such as goodwill and patents and trade marks, to 
be stated under separate headings. The Institute, as you know, take 
the opposite view and suggest that the Act should permit them to be 
amalgamated. Why do you think it important that those items should 
be stated separate^? do not place any great importance on it, 
only I have always myself been puzzled as to what Section 124 (2) (c) 
meant, whether it did mean them to be separated or not. If the section 
means them to be shown together, I am quite happy. 
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9851. In paragraph lo {h), you say "Investments of a 'fixed' 
nature and held for trading purposes” should be stated separately. 
Are those the investments which later in your memorandum you refer 
to as investments in associated companies? — ^Yes. 

9852. In paragraph 10 {1), you suggest "There should be separately 
stated under the heading of Current Liabilities and Provisions the 
following — (i) Bank loans and overdrafts, (2) Other short term loans.” 
Why do you think it is necessary to state separately other short term 
loans? — If you meant to amalgamate those two into one, I am in agree- 
ment. 

9853. Why should not short term loans be placed under creditors? 
— I do not feel very strongly about it, but they are a little different 
from the ordinary trading creditors. 

9854. Under paragraph 10 (?«), you would require the company’s 
liability under guarantees to be separately stated by way of a note on 
the Balance Sheet of the aggregate amount. Do you find occasionally 
you cannot quantify a contingent liability? — ^These are guarantees 
and although it is difficult to assess contingent liabilities they may 
sometimes amount to veiy considerable sums. 

9855. There may be cases like guaranteeing the performance of a 
contract, I suppose, which would not enable you to put an aggregate 
sum in? — ^That would be impossible. 

9856. Then you suggest that there should also be stated a note of 
the amount of the actual liability anticipated by the directors. It 
would be a duty, would it not, in properly prepared accounts, for that 
liability to be provided in the accounts? — ^Yes. 

9857. If that were done would it be necessary for the anticipated 
liability for which the company would be liable, to be stated in a note? 
— ^No, if it has been provided for in the accounts, I agree it would not. 

9858. In paragraph ii, you deal with setting out the basis of the 
provision for income tax, which goes a little further than the Institute, 
and in paragraph 13, you deal with the provision for the estimated 
future liability to income tax of the fiscal year commencing after the 
date of the Balance Sheet. That is liability which is not a legal liability 
it is a reserve ? — ^Yes. 

9859. It has been suggested to us that where the amount put aside 
is only on account of the future liability and not the full amount, there 
ought in addition to that to be a statement of the actual full amount of 
that liability for the subsequent year so that the shareholders can com- 
pare that with the amount that has been set aside towards it. Do you 
think it important that shareholders should know that figure? — I do 
not feel like insisting on it myself as long as you ihake perfectly clear 
the point up to which your income tax provision takes you. 

9860. In paragraph 15, you say “The provision in Section 124 (i), 
to the effect that in the case of fixed assets it should be stated in the 
Balance Sheet ‘how the values of the fixed assets have been arrived at,’ 
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is conunonly interpreted as requiring a statement such as ‘Fixed 
Assets at cost less Realizations and Depreciation/ Without knowledge 
as to the reasonableness of the depreciation provision, such a statement 
affords no guide as to whether or not these assets are stated at a satis- 
factory value.” If the gross cost of those fixed assets was stated, and 
the total provision for depreciation was deducted therefrom, would that 
meet your point of telling the shareholders whether they were stated at a 
satisfactory value? — I do not think it would. Take as an illustration 
the case of a very well-known company with land, buildings, plant 
and machinery standing at £ 1 . If they showed "land, buildings, plant 
and machinery £500,000 ” and " depreciation £499,999,” that would not 
appear to me to be a satisfactory value. 

9861. Would you think in that case that the \vriting down of those 
assets to £i was a cause of satisfaction or dissatisfaction to the share- 
holders? — ^My suggestion is that it does not enable them as shareholders 
to see the true position of the company. Those assets are obviously 
greatly undervalued. 

9862. You suggest that the directors should be required to state 
“that the values at which the fixed assets are stated in the Balance 
Sheet represent, in their opinion, fair values upon the basis of the under- 
taking continuing as a going concern and in accordance with accepted 
accounting principles consistently maintained.” Would you agree 
that the value of the fixed assets is very largely dependent upon earning 
capacity? — ^Yes. 

9863. Would you further agree that the Balance Sheet is a historical 
document which shows what expenditure a company has made, what 
provisions it has made, and that it does not attempt in any way to show 
the realizable value, the replacement value, or in fact the going concern 
value of the assets? — No, I say it does show the going concern value. 

9864. I thought you agreed \vith the suggestion that the going 
concern value of the assets is dependent on the earning capacity? — 
The going concern value is represented by the cost of acquisition less 
a proper allowance for wear and tear. As to whether directors have in- 
vested capital wisely or imwisely ^vill be shown by the earnings of those 
assets. 


9865. So that you are not suggesting that in giving the certificate 
as to fair value the directors should make any computation based upon 
the profits? — ^None whatever; simply on what they spend, less a 
provisira for reasonable depreciation of those assets that are wearing 
-I j ^ ^ going concern value which, I suggest, the directors 

a -fa^r difficulty is in the use of the words "fair value,” because 

the intprnrp^^ff^^ a- cKerent thing, I suggest, to the shareholders than 

I pin it to that. onaertakmg contmumg as a gomg concern ; 
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9867. I know, but are the two necessarily compatible? You say, 
"fair values upon the basis of the undertaking continuing as a going 
concern.” That is one thing. The other thing is a fair statement of 
the cost of those assets and the depreciation consistently provided on an 
adequate basis. If you had limited your statement to the latter I 
could xmderstand it. — ^That is what I intend, that is to say the cost and 
reasonable depreciation for those assets that are wearing out. 

9868. Do you think it likely, accepting your interpretation that the 
going concern values of the fixed assets are cost less a proper consistent 
provision for depreciation, that there will bfe many companies, old 
companies for instance, where the present directors would not have 
the information from the books 4 ,nd records which would enable them 
to make that statement?— Would that stop them giving my suggested 
statement? Surely they must be satisfied now? 

9869. They would have a ^vritten down value, in one figure, of the 
plant. They would not know whether that had been consistently 
written down year by year. There may have been years when no 
depreciation was written off. — ^But I am not suggesting that. I am 
suggesting that with each year's accounts they have to say that the 
accmmt for that year or period has been prepared on accepted account- 
ing principles consistently applied. That is only from year to year. 

I am not applying that right back to the assets bought 20 years ago. 

9870. Therefore, if you had plant which you had had for ten years 
and you had provided' only five years depreciation, so long as you had 
provided the depreciation in that year they could give the certificate? — 
And the directors are satisfied that the total depreciation to date is 
reasonable. That is aU they have to satisfy themselves about. 

9871. In paragraph 16, you say that there should be a requirement 
to inchcate the basis of valuation of current assets? — ^Yes. 

9872. Is there any difference between the principles you suggest in 
that respect and those which have been advanced to us by the Insti- 
tute? — ^I do not think so. 

9873. You recommend that the directors in their report should be 
required to state that ‘‘the values at which the current assets are stated 
in the Balance Sheet represent in their opinion fair values upon the 
going concern basis, and in accordance with accepted accounting prin- . 
ciples consistently maintained.” — ^Yes. 

9874. If your recommendations regarding the valuation of the cur- 
rent assets were given legal effect, would it not be the duty of the 
auditors to draw attention to any non-fulfilment? — ^Y.es. 

9875. Why do you think that in those circumstances there should 
be a requirement upon directors to give a certificate? — ^Because I feel 
that it is the directors who are responsible for the framing of the Balance 
Sheet and making the valuations, and it seems to me that it would 
only be fair that they should have to sign a certificate to the effect 
that they are satisfied that it gives a reasonable view. I fed that 
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they have shelved all responsibility on to the auditor. The auditor 
is there to cross-check, but I should like to see the responsibility 
clearly in front of the directors that they are responsible that the Bal- 
ance Sheet valuations are fair ones. 

9876. Passing to paragraph 17, in which you deal with the auditors’ 
report, you are in agreement Nvith the Institute that that should extend 
to the Profit and Loss Account? — ^Yes. 

9877. The Institute are trying to get at the same thing as I think 
you are when you refer to "accepted accounting principles.” They 
suggest that the consistent application of those accounting principles 
should be implied in the Act. Would you have any objection to that as 
an alternative to making the auditors affirmatively state that they 
had been appUed, as you suggest, in their certificate? — ^What was at 
the back of my mind was that we do not want to crystallize practice 
or stop progress, that if we did it in the way I suggest, which, as you 
know, is the practice in America, the auditor would then be the judge 
as to what are the accepted accormting principles at that time, and 
accounting principles will develop, they may become stiffer, new cir- 
cnimstances may impose new principles, so that in this way the auditor 
is always the judge at the time when he has to sign his audit report 
as to what are the accepted accounting principles at that time. I 
would rather do that than pin it to an Act of Parliament, as that would 
tend to pin things down to a minimum at that time. My suggestion 
seemed to be more flexible, and to give more power to the auditor. 

^ 9878. The Institute suggest that instead of saying, as at present, 
correct view,” the phrase should be used “true and fair 
view. I do not know whether you agree with me, but "true and cor- 
rect seem to be one and the same thing? — Very much so. 

9879- sometimes even a true and correct statement may give 
a misleading impression? — Yes. 


9880. Whereas if you substituted the word "fair ” that seems,to me 
o p ace a greater responsibility on the auditor to ensure that the 
accounts do reflect a position which is not misleading. Why do you 
not ^ee mth the Institute’s recommendation in that respect?— My 
report was written before the Institute’s, and I am not saying that I 
^ "complete.” I think the word 

mittPf. llSr ^ " '^o^Plete.” It may be that this Com- 

Sth ^ to make it clear to 

material ^ f auditors’ report could not cover a 

SSee Mr kS position. In the past I think you rvill 

sSn the ksp ^ applied and accepted, and I have 

SSt tnd^rrW ^’S.industrial company, with land, buildings, 

reSrt I “a at £x, and a clean audit 
himself that it is nof f it clear that the auditor has to satisfy 
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g88i. You have mentioned the word "complete." Do you not 
think that is going rather a long way when you are dealing with what 
after all must be a condensed summary of transactions extending over a 
year? Could^the auditor really put his hand upon his heart and say, 
“That is a complete view of the state of the company’s affairs, and of 
the profits ’’ ? — ^He only expresses an opinion. He says, “ in his opinion.” 

I used the word "complete" to convey that it is a complete picture. 

9882. What I find it difficult to appreciate is how a Balance Sheet 
can be complete. For example, take shareholdings in subsidiary com- 
panies. There may be 12 separate companies. They are all merged' 
together, their names are not given, the separate values at which they 
appear in the books are not given, their individual profits are not given. 

I rather fail to see how, when you have that one example, you could ' 
say that a Balance Sheet gives a complete view of the state of the com- 
pany . — A complete view of a position is not a complete view of each 
unit in a company. I do not think it ever intends that. 

9883. Turning to paragraph 21, you suggest that the Profit and 
Loss Account of a trading company should give a considerable amount 
of detail as to the trading transactions such as net sales, cost of goods 
sold, selling, advertising and distributing charges, and general adminis- 
trative charges. Do you feel that there is any general demand on-the 
part of shareholders for that detailed information? — ^No, I would not 
say I do. 

9884. Do you think there is any substance in the view that such 
information might be valuable to trade rivals and a detriment to the 
company ? — find it very difficult myself to accept that. I have been in 
competitive businesses, and it is surprising the amount of information that 

got about their competitors ; but it does not come from accounts, 
it comes from the pressure of competition and market reports. Reports 
from salesmen that “A's goods are getting a bigger and bigger hold.’ 
That is what generates competition, and I cannot think myself that the 
accounts, following the American form, give, anything to competitors 
that they can use to a company’s detriment. I was concerned with a 
company in a highly competitive market where the main competitors 
were American. We therefore saw their Profit and Loss Accounts rvith 
net sales and cost of goods sold, and so on ; they did not see ours, but 
that information did not attract one extra penny into our till. 

9885. I suppose in the case of a big company where there was 
composite trading you might say that not much information could be 
extracted from these details, but I was only thinking of the case of the 
smaller companies dealing in one line of output, particularly those cases 
where they are dealing with a proprietary article, where one of the items 
which people do not want to disclose is advertising, for instance. 

But I am not suggesting that advertising should be disclosed. 

98S6. No, but j'ou are suggesting selling, advertising and distribu- 
tion charges. — ^That is a big conglomeration. 
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9887. It might give a very good indication of the distribution and 
advertising expenses, in spite of the enquiries which can be made by 
travellers and other people. Do you think that this information would 
not add to what they already know? — ^They may be very interested, 
but I cannot think it would have any sinister effect. The effect is the 
success of the competitor’s goods. That is felt long before the accormts 
ever come out. 

9888. Looking at it from the shareholders’ angle, tliis is what the 
representatives of the Institute said in erudence before us, as regards 
disclosing sales and items of that sort ; “ the information that could be 
given would I think be misleading unless it went very much further than 
is indicated, in that suggestion ; you really ought to break down the 
sales into the different categories, and show the gross profit in each 
category, before it would mean anything.” \'\Tiat would you think of 
that view? — With great respect, I do not agree with their argument. 
To break it up into aU the details obviously would be objectionable, 
but to show the sales in total seems to me reasonable. If we were mem- 
bers of a village cricket club and the treasurer at the annual meeting 
said, "Well, Gentlemen, as the result of the season’s play we are 
£32 3s. 4d. on the rvrong side,” I do not think that any of us would 
accept it. We would say “We want to know what was taken in entrance 
fees, subscriptions and so on,” and if a village cricket club wants an 
account, I think the shareholders of a company are entitled to be 

■ shown, in broad outline, the earnings and the outgoings. 

9889. Do you think it would give a misleading impression in the 
case of a company which, saj', dealt in coal and steel, where the coal 
showed a loss and the steel a profit? Do you think these figures would 
really give a proper view of the net sales, cost of production, and items 
of that sort? — ^I do. We are not looking at the business departmentally, 
we are looking at it as a whole, the same as the Balance Sheet is a picture 
of the whole and not of individual parts or sections, and so I think the 
Profit and Loss Account should reflect the trading as a whole and, there- 
fore, I should disagree with the departmental position being disclosed. 

9890. Another item you do not deal ■with in the information which 
you think should be supplied, is the question which has been raised 
before us by several wi'tnesses, of the disclosure of directors’ expenses. 
I suppose there is no criticism that can be made of expenses which are 
properly incurred and reimbursed by the company to the directors 
w'hich are really the company’s expenses, but it has been put to us 
that there is an increasing tendency to grant what are called expense 
allowances to directors where •they render no account, and that tliose 
pajrments to them may contain an element of profit. Would you 
think it desirable that that item should be disclosed in the accounts ? — 
I read -the evidence wdth great interest, and I feel that there is a very 
real point there. My owm feeling would be that if directors get an 
expense allow’ance for which they do not account, then it ought to be 
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disclosed. If they do account, it would not be disclosed; but if they 
render no account it should be added to the total emoluments which the 
Institute also recommended should be disclosed, 

9891. In paragraph 30, you recommend “that the Act should pro- 
vide that the holding company’s investments in and indebtedness to 
and from associated companies should be separately stated in the 
holding company's Balance Sheet, associated companies being those in 
which the holding company’s direct or indirect interest does not give 
control but where the investment is held purely for trading purposes.” 
Do you think there would be any difficulty in practice in interpreting 
your definition in the Balance Sheet? — I have never found it. I have 
dealt for twelve years with a holding company which had, I think, 
almost every complication you can think of, and you can see this classi- 
fication dealt with in others, I.C.I. and Dunlop use the term; Mr. 
Hey worth’s company calls it “allied,” but they all have that classi- 
fication, and it is simply where you draw the line, above the line is 
subsidiary, below the line is associated or allied, whatever word you 
like to use. 

9892. Do you know if in those cases you have mentioned, the use 
of the phrase “associated company” necessarily involves a sharehold- 
ing? — ^It certainly is based on a shareholding, yes, definitely. 

9893. Have you met cases where companies which are very closely 
associated in trade without an inter-company shareholding, deal with 
the debts and liabilities between them under the heading of "Associated 
Companies? — No, that would mean nothing to me. I should certainly 
not include those. It is only by way of a shareholding. 

9894. That, I suppose, would be determined according to whether 
a shareholding was held purely for trading purposes? — ^Yes, in practice 
I do not think there is any difficulty because a shareholding like that 
is never acquired without it coming before the board, and there is a 
memorandum of what the proposition was. It is always perfectly clear 
whether it is an investment wth a trading objective or whether it is 
simply an investment of surplus funds. There is no difficulty I think 
in practice in making that differentiation. 

9895. You would not think one company might buy an investment 
for investment purposes, and subsequently enter into trading relations 
with that company? — It might, but that would all be disclosed to the 
board. Such transactions do not take place without some record. 

I have never found in practice the slightest difficulty in this connection. 

9896. In paragraph 31, you deal wth Section 126. I take it that 
where complete consolidated accounts were issued, that section would 
be unnecessary? — Yes. 

9897. You would only require the statement where one company 
or more are omitted from the consolidation? — ^Yes, 

9898. You suggest that the present requirements should be amplified 
by requiring that the aggregate amount of the holding company’s 
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proportion of the losses not taken into the accounts should be stated 
and similarly, where profits are made, the aggregate amount of the 
profits left in the subsidiaries? — ^Yes. 

9899. Do you think it also desirable to amplify that, by giving the 
figures of accumulated losses not taken into the account, and of accumu- 
lated profits not declared as dividends? — ^Yes. It would be a very 
significant figure. 

9900. In paragraph 34, which raises an audit point, you recommend 
that the Act should provide that "no director, other ofiicer or employee 
of a holding company or of any subsidiary or associated company 
should be eligible to hold the office of auditor of any company within 
the group.” Would not you also require to extend the prohibition to 
a partner or employee of a director or officer? — ^Yes. 

9901. I was just thinking that it was something to bring into line 
with the general prohibition which the Institute accept in the case of 
private companies. You would want to add those words? — ^I agree. 

9902. I am a little puzzled why jmu extend that prohibition to 
associated companies, which after all are not controlled by the holding 
company. It struck me that you were going a little far on that. — ^Per- 
haps I am playing too safe, but you can get associated companies that 
are still very close to you. Wherever you draw your line, if you draw 
it at over 50 per cent, you might have an associated company where 
you have 45 per cent interest. I do not think it would be desirable for 
any official of that company to act as auditor of the holding company 
or of any of the other companies in the group. It seems to me that the 
auditor should be absolutely independent. 

9903. If we may pass to paragraph 36, Consolidated Statements, 
as you say, your report was ivritten before the Institute put forward 
their recommendations, but you go all out for a complete consolidated 
account? — Yes. 

9904. You know the Institute give variations? — Yes. 

9905. -First of all, the complete consolidated accounts, secondly, 
the legal Balance Sheet with the consolidated accounts of the subsiffi- 
aries, in groups if necessary, and thirdly, the legal Balance Sheet with 
the subsidiary companies’ inffividual accounts. Would you agree that 
any of those variations might be satisfactory? — ^Yes, but I would prefer 
consolidation, and I see no reason why it should not be the one choicq. 

9906. Take the case of a company which has only one subsidiary 
company; is there any real point in consolidation if you submit 
the accounts of that subsidiary company? — ^Unless you know what 
proportion of shares the parent company holds in that subsidiary, 
.what the trade relations are, and manj' other things, those two accounts 
would not ^ give a clear picture to a shareholder without a skilled 
accountant's summa^ to focus up the group position. Therefore I 
myself do not think it is an answer to give the shareholder the holding 
company s legal Balance Sheet and the Balance Sheet of the subsidiaries ; 
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it is for the accountants, who are skilled in such matters, to focus up the 
group position, and that can only be done by a consolidated account. 
That is why I am so firm myself on the consolidated account. 

9907. In paragraph 38 {b), you deal with certain exemptions from 
consolidation. Leaving aside the wartime conditions because tliey %vill 
not apply when anything is revised in the Act, I hope, you instance 
the case of consolidation of foreign subsidiary accounts where it would 
be impracticable. You say, "If, for these or other redsons, the Balance 
Sheets of any foreign subsidiary companies have been excluded from the 
consolidation this fact should be stated together with the reasons for 
non-inclusion.’’ Would you leave it entirely to the discretion of the 
directors as to what accounts they might exclude? — ^Yes, provided that 
they make clear what they have excluded and why they have excluded 
it. The one that in peacetime I had to face myself \vas frozen currencies 
in, for example, Germany, and to my mind to consolidate those accounts 
would give a misleading picture, because if you added the liquid assets 
of a frozen German currency to the liquid assets elsewhere, the group 
position might reflect that there were very strong liquid resources, 
whereas part of those liquid resources would be frozen and could not be 
transferred. Therefore, my own view has always been that unless the 
funds can be moved from one country to another, amalgamated 
accounts would give a misleading picture. 

9908. I gather you would not give the directors similar discretion 
in regard to a British company? — ^No, I do not think there is any reason 
for that. 

9909. The only reasons that have been advanced to us, I think, 
are firstly, that it might be misleading to do so in the case of a company 
which was obviously insolvent, and, secondly, from the point of view 
of competition, where the information could be extracted if there were 
only one subsidiary company. — do not feel my heart strings wrung 
by that argument, I must say. 

9910. The whole idea underlying consolidated accounts is to give 
the shareholders a substantial view of the position of the group which 
they could not get without some such statement. One very often 
finds, in the case of insurance companies and banks and other big 
companies, that they have an interest in subsidiary companies which, 
compared to their total assets, is very unimportant indeed, it might 
be something representing 2 per cent, where the amalgamation would 
not reaUy add to the shareholders' information. Would you think 
in such cases it would be practicable or desirable to allow an exemption 
from consolidation? — ^As long as it can be decided where to draw the 
line I agree that the interest could be so small in the aggregate that it 
would not add much to the information. 

9911. Is it your view that if the interest in the subsidiary company 
was not more than 5 per cent of the total assets, there should be no 
requirement to consolidate? — ^Yes, I see no reason to object to that. 
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9912. I come to paragraph 43, the duty of the auditors in regard 
to consolidated accounts. You suggest that they should report "that 
they have had produced to them the audited accounts of all the controlled 
and associated companies and that the consolidated Balance Sheet and 
statement of earnings have been properly prepared in accordance with 
accepted accounting principles consistently maintained.” The Insti- 
tute suggest that a statement like that would be imposing upon the 
auditors of the company a liability which should not be imposed upon 
them because they could not make such a statement udthout auditing 
the accounts of the subsidiaries, and that their duty should be confined 
to having the right to make enquiries of the auditors of the subsidiary 
companies, and to saying that based on those enquiries they consider 
the consolidated account shows a true and fair positon. Would you 
not think that there is something in that argument? — That is really 
what my wording means; that the auditor has seen the audited 
accounts, but he has not audited them, he has had them prodiiced to 
him and therefore he has accepted them, and, accepting those audited 
accounts as correct, he has checked up the picture and says it shows 
a true position. I am in agreement with you, and I think my words 
mean the same thing. If they do not, I agree with your argument. 

9913. Why include associated companies, because in those cases 
the auditor would have no right to make enquiries of the auditors of 
the associated companies, and after all the accounts of the associated 
companies are not incorporated? — No, but he should see them. I 
have known of a case where the interest in an associated company 
was only 10 per cent, but it represented an investment of ;£6oo,ooo. 
That is a very important asset, and I know that that company's audi- 
tors certainly looked at the associated company’s Balance Sheet, and 
I think properly. 


9914. Yes, but what I cannot quite appreciate is why you require 
the auditor to say that the accounts of associated companies have been 
prepared m accordance with accepted accounting principles. — ^No, I 
am not sa5dng that ; I am saying that he should report that he has 
seen the audited accounts of the subsidiary and associated companies, 
and that the consolidated Balance Sheet is prepared on the basis of 
accepted accounting principles. Accepting those pieces in his jigsaw 
puz e as correct, he has now put the jigsaw puzzle together and in his 
view It gives a correct picture. That is what he is saying. 

9915- Only the jigsaw puzzle includes no figures of assets and liabUi- 
associated companies? — No, the interests appear as an 
^ companies, £2 million,” or whatever it may be. 

991 - assmg to paragraphs 44 and 45, dealing with private com- 
? suggest that the exemption from filing accounts should be 

rau n an that they should be placed on the same footing as public 
public companies have to send accounts to 
areholders entitled to receive notices. Do you think they should be 
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compelled to send accounts to all shareholders irrespective of whether 
they are entitled to receive notice of meetings? — I am afraid that is a 
legal point that I overlooked, but I think every shareholder is entitled 
to an account. 

9917* Would you think it reasonable to require that every debenture 
holder should also be sent an account ? — I do, yes. 

9918. From the point of %dew of creditors, I would like to ask 
whether in your commercial experience you have found difficulty in 
ascertaining the credit-worthiness of private limited companies through 
the ordinary trade enquiiy^ channels and bankers' references? — I really 
do not think I can give you a "Yes” or "No," ; it is a side of business 
that r have never had much to do with. 

9919. Do you think that creditors, who do not normally take the 
trouble to make such enquiries and who simply grant credit, would 
take the trouble to inspect accounts filed at Bush House? — think 
if they were very much concerned about a particular company, they 
would. I should. 

9920. But these are the people who show no concern, they simply 
grant credit because they happen to think there is some business going, 
and they are the people, I suppose, one is trying to protect? — ^Whether 
creditors take advantage of the opportunity they have is their business, 
but I think the State surely is looking at it or presumably should look 
at it from the point of view of what information ought to be available 
to the general public. Whether creditors take advantage of it or not 
is their concern. 

9921. Looking at it from the point of view of the shareholders 
in the numerous private companies which have had the privilege of 
not filing their accounts for 36 years now, I was wondering whether you 
thought that the extent of creditor’s losses through lack of facilities 
for inspecting accounts, was so great as to call for an alteration of the 
Act, and so create in the minds of owners of private companies a feeling 
that there had been a breach of faith in these conditions under which 
they formed their private companies?— I follow the argument, but my 
own feeling is that if a business is registered as a limited liability 
company it should present accounts to its shareholders, and those 
accounts should be filed. It is the same as if it were made legally neces- 
sary now for holding companies to present consolidated accounts; 
those companies might say, "We have gone on for years and years 
and have never had it inflicted upon us.” If it is right and proper, 
then I feel it should be introduced. 

9922. If the privilege of not filing accounts were ivithdrawn, do 
you think there would be any reason why private companies, as a class, 
should continue to exist? — I agree that there would be very little 
privilege left. 

9923. In paragraph 46, dealing with directors, you suggest "that 
the directors and other officers of a company should be required to 
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hold in their own names any shares in the company employing them." — 


Yes. 

9924. Supposing a director wanted to raise a loan lor the pajnnent 
of taxation, and for that purpose wished to deposit his shares in the 
company as security with a bank, and tlie bank wanted the shares in 
its own name ; would you not be rather creating a hardship if you 
would not allow' him to do that? — ^That may be so, but the reason for 
my suggestion is that it seems to me to be undesirable that direc- 
tors should have extensive operations in shares which no-one can 
trace. 

9925. Would not that be met by your suggestion that a director 
should be compelled to disclose at each board meeting his dealings in 
the shares? — Yes, perhaps it would. 

9926. You suggest that a record of those dealings should also be 
contained in a separate return to Bush House? — Yes. 

9927. If that were done you might get inquisitive people looking 
at the records, and where a director had sold for perfect^ good and 
proper reasons and not on inside information, they might put a WTong 
construction upon his sale, and the market price of the shares might 
fall. An alternative has been suggested, that at the annual general 
meeting the shareholders should have before them a note of the dealings 
of the directors, when they would have an opportunity of criticizing or 
asking questions, and where the directors would be able to give an 
explanation. Y^at w'ould you tliink of that as an alternative to re- 
quiring a record of the dealings to be put on the file? — think it is 
quite a good alternative. 

9928. In paragraph 49, you say — ^"If it were agreed that secret 
xeser\'es should not be permitted, then I would suggest that the direc- 
tors should be required to state in their annual report (Section 123 (2)) 
that all reserves and pro%ision 5 , so far as it is possible, were disclosed 
in the Balance Sheet.” If the Act provided that secret reser\'es W’cre 
not permitted, why do you think it necessary for the directors to make 
a statement to that efiect ? — Perhaps it is excessive, but I feel that the 
old 'todition to under-statement has been so ingrained — there is 
nothing corrupt about it — that I feel it might be ad\dsable to bring it 
home to all boards of directors that the State does require a proper 
accoimting. 

9929- But if the directors did not comply wdth the statute requiring 
the disclosure of all inner reserves, w'oiild it not be the dut3f of the audi- 
tors to point it out in their report?— Y es, it w'ould certainly. It may be 
that my suggestion is unnecessary. 

9 ^ 0 - With regard to the auditors, paragraph 52, you say that the 
shareholders should be entitled to ask questions. They are entitled 
o ask questions at present. Is it your intention to suggest" there that 
1 shoind be a statutory duty for the auditor to attend the annual 
gener meeting? Yes, and that the shareholders should be entitled 
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to ask questions of the auditor. My experience is that they ask a ques- 
tion and the Chairman whispers to the auditor and the Chairman gives 
the answer. I am suggesting that as the auditor is the agent of the 
shareholders and acts for them and for them only, shareholders should, 
once a year at any rate, have the opportunity of asking the auditor 
questions. 

9931. What the Institute say to that is that it would impose a 
burden on auditors, and very often expense to the company. They in- 
stance the case of many private companies where the auditors live a 
long way off and where at present they consult the directors and the 
directors say, "You need not trouble to come, nothing will be asked” ; 
and very often the concern is a family concern and the shareholders 
are of the same mind. Would it not be rather imposing a burden on the 
auditors to attend such meetings ?- — appreciate that, Mr. Kettle. 

9932- What would you think of this further suggestion which has 
been made to us, that not only should the auditor attend the meeting 
but that it should be his duty to explain the accounts at the meeting 
to shareholders’— I think that is the Chairman’s privilege and respon- 
sibility. 

9933- I suppose in your memorandum you have had regard to 
accounts from the point of view of shareholders and creditors. It has 
been suggested to us that company accounts would be a very useful 
vehicle by which to provide information for the Government to direct 
economic matters and economic policy in the future. Do you think 
that accounts could be made to serve that purpose ? — I think it would 
be very difficult indeed without making them so unduly complicated 
that they would be extremely difficult for the ordinary shareholder to 
understand. I think that if the State wants additional information, 
that should be provided separately by calling for the filling up of re- 
turns, or whatever it may be. I think there is everything to be gained 
by making accounts as simple to understand as possible, and if the 
State says, "We must have this, that and other information,” accounts 
will or may be so unwieldy and complicated, that I think it would be 
defeating the main object of accounts. 

9934. (The Chairman) : As I have to leave shortly I am going to 
ask a few questions now. First of all, on this question of inner reserves, 
would you make any distinction in the case of companies such as banks 
and insurance companies? — I have specially said that I do not feel 
competent to express an opinion udth regard to banks, as I have had no 
experience whatever. 

9935. I observe in paragraph 9 (6) you say, "The term capital 
reserve’ should be used to denote reserv''es which cannot properly be 
regarded as available or, if legally available, which the directors consider 
should not be made available for distribution as dividend, such as a 
surplus arising upon a revaluation of fixed assets or a premium received 
upon an issue of shares or debentures.” First of all, I am not quite 
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clear -whether you would leave it to the discretion of the directors, 
or whether you think it should be a statutory requirement ? — I was 
really only gi-ving my own definition, i.e. that a capital reserve should 
include that which they legally cannot touch, and that which the direc- 
tors consider should not be touched. 

9936. You include amongst the things they could not legally touch, 
unrealized surpluses on the revaluation of fixed assets and share pre- 
miums? — Yes. 

9937. Realized accretions to capital you would leave to their dis- 
cretion? — ^Yes. 

9938. Going back to the question of depreciation and obsolescence, 
you say that obsolescence should be treated as a reserve? — ^Yes. 


9939. Is not some pro-vision for obsolescence a necessary charge? 
Does not everytlmg become obsolete in time? — suppose it does, but 
depreciation is simply, in my opinion, the writing off of machines or 
other assets on the basis of their commercial life which can be fairly 
accurately estimated. Obsolescence, as I see it, caimot be foreseen and 
is something quite apart from that altogether. 

9940. Passing to paragraph 16 («), is there not this objection to 
requiring a statement in the directors’ report of the basis of the valua- 
tion of inventories and whether -that basis has been varied from that 
adopted for the purposes of the preceding Balance Sheet, that if you 
t^e that course the auditors ^viH be imder no responsibility because 
they are not responsible for -the directors’ report, and should not the 
auditors be responsible to see that any statutory provisions in that 
report are complied vith if there are any statutory pro-visions ? — Oh yes. 

was not suggesting taking any responsibility away from the auditors, 
ut I wanted the directors to shoulder their own responsibilities. 

9941- But the primary responsibility for the Balance Sheet is the 
directors’ already?— Yes. 


9942. So would not the only effect of transferring the item to the 
ec ors report be to deprive the shareholders of the secondary pro- 
ec ion o e auditors certificate? — No, I had not that in mind at all. 

9943- Inat was not your intention? — ^No. 
i-t 33, you recommend that, " the Act should make 

nanv ” ^ subsidiary company to hold shares in the holding com- 

ttiaf a T ° ™ where that position already exists you suggest 
^ should be given for the liquidation of these 
oof^' shovld be compeUed to sell?— Yes. 

QQ.^’ -ITT* bo boimd to reduce -the capital? — No. 

time an-v ^^^sider it ad-visable to pro-vide that in the mean- 

disqualled from I ^ company should be 

dir^or should provide that no 

company should be eligible to hold the office of 
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auditor of any company within the group.” Do you mean to include 
the auditor as an "officer” of the company? — No. 

9948. You have no objection to the same man auditing the accounts 
of all the companies in the group? — On the contrary. 

9949. Someone I think suggested that was undesirable. — ^No, I 
think it is desirable where it can be done. 

9950. There is some doubt as to how far an auditor is an officer. — 
Yes. 

9951. In paragraph 50, you suggest that, "it would be convenient 
if the Act provided that the directors’ report should be' regarded as a 
part of the audited Balance Sheet and Profit and Loss Account.” 
You are not of course suggesting that any responsibility should be 
thrown on the auditor? — None whatever. It is just a convenience, 
and saves repetition. 

9952. It struck me that if put in that form, "that the directors’ 
report should be regarded as a part of the audited Balance Sheet 
and Profit and Loss Account,” the auditor might be compelled to audit 
the directors’ report? — I accept the point, but I think the Institute 
have a similar recommendation. 

9953- (Mr. Heyworth) : In paragraph 21, you set out suggestions 
for the detail of the Profit and Loss Account. "Would you consider that 
the smaller the company the more information the detail suggested 
would give to competitors? — Yes, but I still think we exaggerate the 
value of that information to competitors. 

9954. I am inclined to agree with you on that point. Do you think 
that a small company trading in one commodity only would feel a 
sense of grievance if they gave that detail whereas a large company 
with all kinds of different transactions just gave a general picture? — 

I think that they might. 

9955. Do you think that on balance the advantages outweigh the 
disadvantages? — Yes, I think it is a question of the common good, 
what is right. That is the ground on which I put it fonvard. 

9956. Turning to private companies, paragraphs 44 and 45, you say, 
"From the points of view of the shareholders and creditors of private 
companies this seems to me only equitable and reasonable.” That is 
the issue and filing of accounts. But the shareholders can get the 
accounts now, so there does not seem to be much in the point as it 
affects the shareholders. Is the only other point you have in mind about 
filing accounts, the protection of creditors? — ^That is for the protection 
of creditors, yes. 

9957. Would you not say that experience has shown that creditors 
simply do not want that protection ? There has never been any demand 
for the filing of private companies’ accounts, has there? — I cannot say. 

I would probably agree, but there is presumably a reason why a public 
company is required to file its accounts, and therefore I suggest that 
whatever that reason is, it should also apply to private companies. 
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9958. What is the reason, because I do not think it is either of the 
two you have mentioned? — think a creditor would on occasion, if a 
particular debtor is in question, search the register. It is a useful check. 

9959. On the other hand there is no reason why, if you are trading 
with a private company, you should not say, " I cannot trade \vith you 
beyond these limits unless you show me what your position is,"> in 
w’hich case they give up-to-date figures and not what you would get 
from the register if their accounts had to be filed? That is what actually 
happens, I suggest. — If the amount is material, yes. 

9960. It has been suggested that there is a good deal of difficulty 
in checking whether companies file the returns which are required under 
the Companies Act. Do you think it would be putting a heavy obliga- 
tion on the auditor if he were required to state that the returns required 
under the Companies Act had been made by the company? — ^If 
it is felt that that is desirable I take it that auditors would have to do 
it, but I should not have thought that that was the auditor’s job. 

9961. No, I can see why it has not become his job, but if in fact 
there is this difficulty of enforcement of the filing of returns, it would 
seem that you are almost entitled to look anywhere to find a practical 
way. — That would be a very practical way. 

_ 9962. (Mr. Hill Watson) : Am I right in thinking that you \vish to 
eliminate, if possible, the habit of material under-statement in accounts ? 
—Yes. 

9963. Turning to your suggestedxauditors’ report in paragraph 17, 
it was suggested by Mr. Kettle that the w’ord "fair” might be put in 
instead of "correct.” I do not know whether it would be proper to say 
that "fair” implies no material under-statement? — Yes, I think it does. 

9964. Accordiugly, if "fair” implied that legally, then you would 
have no objection to the words "true and fair"? — ^I agree. 

99 ^ 5 - I notice that you say, "in accordance with accepted account- 
ing principles consistently maintained.” I think that is very important, 
that they should be consistently maintained. — Y es, it goes to the essence 
of the whole thing. 

996b. Yes. At present, while I have no doubt that all good auditors 
uoffid always draw attention if there had been a change in the basis 
which might completely upset the accounts, there is nothing in the Act, 
I believe, to compel them to do so? — I suggest that there should be 
which the auditor can point and say "You cannot change 
the basis because I have to sign a certificate that you have not altered 

99 ^- Unless the change is disclosed?— That is right. 

♦1, think that it should be put down in black and white 

that the auditor can compel the directors either not to make the change 
or to disclose the change if it is made?— Yes. 

9969- In a memorandum we were dealing with this morning, the 
suggestion was made that tliere should be appended to the Balance 
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Sheet a statement as to the arrears of preference dividend. Is that 
usually done in practice ? Do you think it is necessary, or what is your 
view? — I think the balance of advantage lies in putting it on. 

9970. It is probably not necessary, do you tliink? — I do not feel 
strongly one way or the other. 

9971. In Section 133, which deals rvith the parties who may be 
appointed auditors, there is an exception in the case of a private com- 
pany — ^"(i) (6) except where the company is a private company, a 
person who is a partner of or in the employment of an officer of tlie 
company." Do you think it right that the private company should have 
that exception? — No, I do not. 

9972. Do you see any reason why the private company should have 
that exception? — ^No. 

9973- (Sir Edward Hodgson): You recommend that directors 
should be required to state that the values at which the fixed assets 
are stated in the Balance Sheet represent, in their opinion, fair values. 
Do you contemplate that the figures appearing in regard to the fixed 
assets \vill fluctuate year by year in accordance wth value changes? — 

I say, "on the basis of a going concern,” That is the gross cost less 
reasonable depreciation, not the saleable value or the replacement value. 
As a going concern the company has spent so much money on these 
fixed assets. If it is land, it simply remains at cost ; whether land goes 
up or down in realizable value, makes no difference ; but if it is machin- 
ery which is wearing out there should be provision for reasonable 
depreciation. That is what I call fair going concern value, and that is 
what the directors have to say, not what its saleable value or replace- 
ment value is. > 

9974. Do you think that directors’ reports are sufficiently informa- 
tive ? — ^No. There should be more information in them. 

9975- Apart from certain arithmetical particulars, the directors 
are merely required by Section 123 (2) to furnish a report with respect 
to the state of the company’s affairs. What meaning would you attach 
to the words "with respect to the state of the company’s affairs"? — 

I think they should give a report, and I think directors’ reports have 
improved. In most companies now the directors’ report does tell the 
shareholders something about the year’s work; but that is what I 
think they ought to do. 

9976. Would you think we ought to go so far as to amplify that 
wording in order to make it clear that what the directors are required 
to do is to give a report of the year’s working, the principal transac- 
tions, so that the shareholders ■will know what m fact the company had 
been doing? — ^Yes, I do. 

(Sir Edward Hodgson) ; Thank you very much, Mr. de Paula. 
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Chapter II 

Accounting Principles 

A paper delivered before the Chattered Accountants Students’ Society of London, on 
6 th March, 1946, and before the Birmingham and District Society of Chartered 
Accmmtants on the Sth March, 1946, also before the Incorporated Accountants 
Refresher Course at Balliol College, Oxford, on 6 th April, 1946. 


The subject that we have to consider to-night 
covers a very wide field; it is impossible, therefore, for me to cover all 
the details. I shall attempt, however, to make clear to you the back- 
ground of this whole problem and the basic principles that thread them- 
selves through the whole of these recommendations. If these basic 
principles are clear to you, then all the details ^vill fall naturally 
into place. 

Some of you may wonder why so much attention has been directed, 
during recent years, to the laying dowm of a code of accounting prin- 
ciples. Recently a well-kno%vn industrial accountant in South Wales 
stated that the Cohen Report was the work of theorists. He was, I 
imagine, referring particularly to the recommendations regarding 
accounts, and if so, I wonder whether he is correct? Is this movement, 
which has been progressing over a number of years, the work of pro- 
fessors and long-haired thinkers who are far removed from the hard 
practical facts of life? That, apparently, is the opinion of the South 
Wales accountant I have referred to. I hope, however, to prove to you 
the exact opposite. 

We are a very young profession. We developed very rapidly, 
extensively, and in directions never visualized by our founders. 

As regards our thinking, the p r ofessi on developed upon purely 
lin^. Each one of us, harung passed our final examina- 
tions, went_pur_seY,eral_%y 3 -ys_and_built_up our_ o^yIl_individual_code_of 
principles. There was no corporate thinking on these subjects, and there- 
fore no guidance thereon from the councils of the various accountancy 
bodies. In ^_^e_circumsta nces, natural ly, vade differences^ praetice^ 
Tke accounts of companies were presented in many differ- 
ent forms and the views of individual accountants on basic principles 
WCTe very varied. ~ 

In several impp^n^ feections_tterejdeveloped, I submit, Rose 
i yjwe^mter^ix^JtomcialppJicy Avith basic principles. 

^ assets , for example, ac coun tants 

; ; --r ■ ■■ : mder-statements! ~ ~ 

' * * . ■ ‘ "'f profits into a business is obviously a most sound 

nancial policy and is one upon which most of our successful 
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undertakings have been founded. But it is purely a matter of financial 
policy, and i s it nccessar>> to effect this b y stealth ? 

Tliis pr^tice and the great lack of uniformity in the form of pre- 
sentation of accounts greatly puzzled the public and there were many 
adverse critics. A few years ago The Economist had a series of five 
articles dealing with what that journal considered to be the unsatis- 
factorj'wayin which accounts were presented and the lack of agreed basic 
principles. The writer blamed our profession for this state of affairs. 

However, the profession had gone on happily and quite satisfied 
that all was well, when suddenly, out of a blue sky, an atomic bomb 
fell that shattered our self-complacency and startled and shocked the 
public. This atomic bomb was the Royal Mail Steam Packet case, 
which ever}' one of you should read carefully if you want to understand 
clearly the root from which this whole movement has groivn. 

You will remember that Lord Kylsant, the chairman, and the com- 
pany’s auditor, were criminally prosecuted, and Lord Kylsant was found 
guilty. The basis of the charge was that the annual accounts and re- 
ports and a prospectus issued by that company were false and con- 
cealed from shareholders the true position of the company. 

Briefly the circumstances were that during World War I, the com- 
pany was very successful, made large profits and this continued up 
to the world-wide slump that developed in 1920. During the following 
seven years, the trading results of this company were very adverse 
and heavy losses wore incurred. During this period, however, ex- 
traneous and non-recurring items which had nothing to do with the 
current trading, were brought to credit from year to year and 
amounted in total over the seven years tq, £5,000,000. . By taking 
these items to credit, trading losses were turned into surpluses, but the 
fact that there was this secret reserve of £5,000,000 and tliat it was 
being utilized to bolster up current adverse results was not in any 
way disclosed. 

These special items brought to credit were quite proper ones and 
tliis is made clear in the following statement from the Judge’s sum- 
ming up : 


"This is one -of tliose difficult cases, but not impossible cases, which have 
occurred from time to time in the course of company transactions, where a 


document ha5 been put f onvard in 
otJTer thinp) and put fi<: ■•la.-d in s 


order t^be acted upon {pnwpectuses and 
'tc'.t :i Il1a! aiiiio'.ir’h if ■.rah-'l every 


fact correctly fact by !■>'■!, v.i‘'.'yiliirf; w:i', ( , ', 71 V. I iy ' tali'll dv li'.:' I'ind, end 
yet the, true effect^pf '■what was paid was completely false pnd completely 
misleadmg.'’ 


From the foregoing you will see that these accounts were not 
wrong as regards the figures,but the_whple trouble arose from.the form 
ip which theyjvere presented,, that is, the lack of disclosure of the tak- 
ing to credit of these special items, practically all of which originated 
in previous years. 



36 


DEVELOPJ.rENTS IK ACCOUNTIKG 


It is important to note that the Presidents oi the Institute and the 
Society and another weU-knoum Chartered Accountant gave evidence 
for the defence to the effect that they -would have signed the same report 
as the auditor of the Royal Mail Steam Packet Company did. It is 
clear, therefore, that the view of t he profession at that time that a 
company was justifie d in having se cret re serves and dra\ving_upon them 
without discbsing those fects. Regarding -tliis the Judge stated; 

‘‘It is a practice -which is being followed, no doubt, by many concerns 
of -the highest standing. On -the other hand, it may be the subject of almost 
intolerable abuse. Such a system may be u^d to^coyer up negligences, 
irregularities, and almost Bfe’aclieioflaith. 'It is sSd to be a matter of domM;_ 
ticVoncerh’ betiveen the company and the shareholders, but if sharehotdere 
(io not know and cannot know what -the position is, how can they insider 
whether it is s(^ething -which they are satisfied whh or which they axe not 
satisfied with?. . , Now what has happened as the result of that? . . • 
"W^e know -that there were Balance Sheets and Profit and Loss Accounts 
published for a period of seven j’cars -which did not disclose one way or the 
other whether the company was earning any profit or not. During those seven 
years there was expended out of -those items which were mmnly connected 
-with the war, a sum of no less than five million pounds — not out of current 
earnings at all, but out of -these items which in the main, not quite -rvholly, 
but in -the main, arose out of the war. During all -that period the shareholders 
were told nothing, and -they drew -their dividends presumably in the simple 
faith that all -was well -with the condition of the company . . . Now, if the 
account on which the di-vidends are being paid, or if the account on which 
-the current expenses of the company are being met, is being fed by undis- 
closed reserves, it seems to me veiy difficult to see howy^the auditor can <fis- 
dnty of gi-ving a -true and correct view of -the sta te of the company 's,, 
jjfimtsjjvithou^mentioning and drawing a-tten tion to thi s fact, which may be 
of the most vital importance as indicating the ^te of -the company’s affairs.” 

The Judge also made the following significant remarks : 

‘‘It is a little astounding, and one cannot help -wondering whether those 
who manage big companies do not forget sometimes -that the body of directors 
of a company are the agen-ts and the trustees of the shareholders, that t hey . 
owe full informa tion, subject to proper and reasonable commercial ne cessity ; 
they oye them full information, and it is their interests that they have to 
study ; they are not to regard shareholders as people who may look up if 
they are not fed ; they are the people -whose money they are using, and it is 
to be remembered that a join-t stock company is a creation of law,” 

The foregoing extracts from the Judge’s remarks you tviU, I am sure, 
agree with me are 'very grave statements, and naturally accountants 
and industrialists studied this grim case very closely. In fact it had a 
profound effect on omr whole thinking. 

^Ike immediate effect of the Kylsant case, so far as our profession 
is concerned, was that auditors decided that, if secret reserves were 
drawn upon to holster up current earnings, this fact would have to he 
disclosed in the accounts. If not, the auditors would feel compelled 
to disclose the matter in -their report. But the vexed question as to 
whether the existence of secret reserves should he disclosed was still 
left undecided. 



ACCOUNTING PRINCIPLES 


37 


Follo^ving the Kylsant case, several companies immediately pro- 
ceeded to re-design the form of presentation of their accounts in the 
light of the lessons to be learnt from that case. This new form of pre- 
sentation was on the broad basis of making the accounts as informative 
and easy to read as possible and showing separately any extraneous 
items which did not represent current earnings or charges. This new 
and improved form of presentation of accounts was warmly received by 
the financial press and thus public attention was focused upon this^ 
problem. 

This development in accounting originated directly from the Kyl- 
sant case and was developed by the boards of great companies, advised 
naturally by their accountants. You ^vill appreciate that the decision 
to alter the form of presentation rested with the boards of those conf 
panics and great credit is due to them for having blazed the new trail. 

In 1942, the Institute of Chartered Accountants set up the “Taxa- 
tion and Financial Relations Committee” and this committee at its 
first meeting decided to ask the Council’s permission to the committee 
making the attempt to draw up a code of accounting principles. The 
Council agreed and, as you all know, these recommendations when com- 
pleted were issued by the Council. 

From the foregoing, I think you will agree that it is clear that this 
improvement was not developed by theorists, but by practical men of 
affairs who were facing a very grim reality. Furthermore, the boards of 
the companies that adopted the new form of presentation did so be- 
cause they believed it to be the Avise and ethical policy. 

The Council’s recommendations had a very profound effect and the 
movement towards more informative accounts developed widely and 
rapidly. 

If you compare the Council’s recommendations \vith those of the 
Cohen Committee, you ■will see that that Committee’s recommenda- 
tions are very closely in line •with those of the Institute. In fact I 
think it is clear that the Institute’s recommendations directly affected 
those of the Cohen Committee. 

If you study the evddence given before the Cohen Committee you 
will probably be surprised to see what a great variety of witnesses 
supported the modem ■view on these matters. On the other hand, the 
old ■view was pressed by many wtnesses and this ■view was in line \vith the 
generally accepted one of our forefathers, namely that all these matters 
should be left to the discretion of the directors of indi^vidual companies. 

The old \dew was that it was sound policy and quite permissible! j 
to understate the position of affairs of a company, but the modem ■viewii 
is that accounts should be ^ infomiative and easy to read as possible, |i 
and that ^they ^should give a^trae and fair view, of the jtate of^a;- 
company’s affairs and the trend of its earnings. | 

The Cohen Committee, however, adopted the modem view and this, 
you will agree, represents -a complete revolution in our thinking. 
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The Profit and Loss Account 
If you study the Kylsant case you will see that one of the lessons 
to he drauTi from it is the great importance of the Profit and Loss 
Account. This is supported both by the recommendations of the In- 
stitute and the Cohen Committee, in both of which it is stated that this 
account is just as important as, if not more important than, the Bal- 
ance Sheet. The reason for this is that it is most necessary to show 
clearly the true trend of the earnings of each accounting period and 
therefore that extraneous and non-recurring items should be showm 
separately. These principles are laid dorni in the Institute’s recom- 
mendations and by the Cohen Committee, and also that the Profit and 
Loss Account should be based on accepted accounting principles 
consistently maintained, as otherwise the trend of earnings ^vill be 
distorted. If the basic principles are altered, it is necessary that this 
fact should be disclosed and also the extent to which the earnings have 
been affected thereby. 

The recommendations of the Institute and the Cohen Committee 
lay down certain items which must be shown separately in the Profit 
and Loss Accoimt. There are, however, only three of these which I 
propose to deal v,ith to-night. 

(n) UiiUcd Kingdom Income Tax 

In the past tliere was great variety of practice in dealing with 
Income Tax. Some companies provided only for the proportion, to 
the date of the Balance Sheet, of the current year’s Income Tax liabilit}'. 
Others provided for the whole of the current year’s liability, although 
it overlapped the Balance Sheet date, whereas an increasing number of 
companies are now providing for the whole of the estimated Income 
Tax liability that will arise on tlie current year’s earnings. Obviously 
it makes a great deal of difference as to wliich basis is adopted and there- 
fore it is laid do^vn that the exact basis of the pro\dsion in the accounts 
should be made clear. Tlie Council recommends that the reser\'e for 
Income Tax should be based on the profits earned during the period 
covered by the accounts, but this basis could not be insisted upon by 
‘ an auditor. 

(fi) Reserves 

The Institute and the Cohen Committee recommend that transfers 
to and from reserves should be stated separately in the Profit and Loss 
Account. 

(c) 

The Cohtn Committee’s recommendations provide that the aggre- 
gnte, if material in amount, of all provision'^ should be disclosed in the 
Profit and Loss Account, prorided tliat if the Board of Trade is satis- 
fisd that the di'closurc of any provision would be prejudicial to the 
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company's interests and is not required in the public interest, the 
amount concerned need not be shown separately, if appropriate words 
are introduced to indicate that a provision of this character has been 
made in arriving at the profit or loss. 

Both recommendations provide that in the Profit and Loss Account 
the comparative figures for the preceding accounting period should be 
given. 


The Balance Sheet 

If you study the recommendations of the Institute and those of 
the Cohen Committee, both provide that the Balance Sheet shall give 
a true and fair view of the state of the affairs of a company and for this 
purpose tliat the items shall be grouped, which is, as you know, the 
modem practice. 

The logical grouping is as follows : 

(a) Share Capital and Reserves 

Under this heading there ^vill be grouped the following: 

Share Capital' 

Premium on Shares 
Capital Reserves 
Other Reserves 

Future Liability for Income Tax 

Profit and Loss Account balances (debit or credit). 

The extension of this total will of course show the aggregate interest 
of the shareholders in the undertaking. 

{b} Long Term Liabilities 

Under this heading will fall debentures and other loans redeemable 
upon a date beyond twelve months from the date of the Balance Sheet. 

(c) Current Liabilities and Provisions 

Under this heading will be grouped all the cxuxent liabilities and 
accrued charges, provisions for current taxation and other provisions, 
including provisions for proposed dividends. 

(d) Fixed Assets 

The various fixed assets -svill be itemized under this group and it is 
recommended that in each case the total cost and the total provisions 
for depreciation to date should be shown if that is possible. 

(e) Investments in a7td Advances to Subsidiary Cottipanies and Trade 
Investments 

It is generally convenient to show these items under a separate 
group. 
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(/) Long Term Claims 

Under this heading would be grouped claims maiming at dates 
beyond twelve months from the date of the Balance Sheet. 

(g) Current Assets 

Under this heading \vill be grouped the following : 

Stock-in-trade and Work in Progress. 

Trade Debtors, Prepa5mients and Bills Receivable. 

Investments held as part of the liquid resources of the company. 
Tax Reserve Certificates. 

Bank Balances and Cash. 

In the case of the Balance Sheet also, the recommendations are that 
the comparative figures according to the preceding Balance Sheet 
should be shown. 

You win observe that a distinction is made between "Reserves" 
and "Provisions.” In this connection the Institute stated that "the 
terms Reserves and Provisions are commonly regarded as interchange- 
able. Accounts would be more clearly understood if the term ' Reserve' 
were applied only to reserves w’hich are free, and the term 'Provision' 
w'ere confined to accounts set aside for specific requirements,” and this 
suggestion has been adopted by the Cohen Committee. 

Some of you may wonder w'hy the future liability for Income Tax 
is grouped under the heading of " Reserves,” but if you turn ‘to the 
Institute’s recommendations you will see that paragraph 31 provides 
that “any provision for ( or in excess of) the estimated future l iability 
tq lncomeJTax in respect o f the^caT^ ar coin menang~a fter~t he da^ 
of the Balance Sheet^shordd not be included in currentTjabilitiesJmt 
shou ld be grouped with reseives or separately stated . as_a deferred 
li ability and suitably desc ribed.” 

Holding Companies' Accounts 
In the time available I cannot deal wth this complicated and tech- 
nical subject. Here again, however, the object of the recommendations 
is to show, hy means of consolidated accounts, the true trend of earn- 
ings and the financial position of the group of companies' as a whole. 
Por this reason the Cohen Committee has recommended that it shall 
be made compulsory for all holding companies to submit to the share- 
holders of the holding company a consolidated Profit and Loss Account 
and Balance Sheet in addition to the legal accounts of the holding 
company itself. 

The Institute’s Recommendations IX' and X 
M^y consider that recommendations IX and X are the most re- 
volutionary ones made by the Institute. They cover depreciation of 
fixed assets and the valuation of stock-in-trade. 

These are two most important matters and here again the basis of 
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these two recommendations is'lo avoid distortion oi the-true trend of 
earnings. To achieve this a coHsl^ent and sound basis must be adopted 
nTeachrcSe. 

As regards both of these important matters, practice differs widely 
and in my view there has been loose thinking, and here again we have 
mixed financial policy vdth accounting principles. The board of a 
company is solely responsible for financial policy, whereas the auditor 
should confine himself to accounting principles. 

. In the past it has been very common for the values of fixed assets 
to be materially understated by excessive provision for depreciation 
and in the same way for stock-in-trade to be materially undervalued. 

Depreciation op Fixed Assets 
The valuation of fixed assets for Balance Sheet purposes is not based 
on either thaFf^izable or thMr replacement value but upon their cost._ 
Provisions for de preciati on should be applied on a insistent basri, 
^otherwise the teend of ^earnings will be distorted.' "7 

' There are, as you alT khow 7 many different ways of calculating 
depreciation, but the Council recommends the s trai ght line metho d. 

Obsolescence is an important matter in this connection, and in the 
Institute's recommendations (para; 106) you will observe that it is 
recommended that unforeseen obsolescence and also an ^timated^ in- 
crease in the cos t of replace ment of fixed assets are matters of financial 
prudence andTh at "n either ca n be e stim ated wi th an y degree of ac- 
curacy. They are in t he nat ure of r eserv es and should be treated as 
such in th e accounts .” ~ ' ' 

IiT the past there have been many arguments as to whether wasting 
’ assets su ch as a mine should be depreciated. You will see that the Insti- 
tute recommends that depreciation should b e pr ovided for in the case 
of these assets. 


Valuation of Stock-in-Trade 

These recommendations are in my view of the utmost importance 
and are worthy of your very close study. 

For many years our slogan has been that stocks should be valued 
on the basis of t he lower of cost or market values , but in these recom- 
mendations for the first time the profession has attempted .t o defi ne 
what we mean by “cost” and what we mean by "mh rke t valu e.” I 
think when you stiidy these recommendations that you \rill probably 
find these definitions of the Council to be very different from those 
commonly held in the past. 

In this case again, the importance of the basis of valuation being 
consistent from year to ye ar is em phasized" 

Conclusions 

I am afraid I have been able to give you only a very brief sketch 
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of this very important matter. I hope, however, that I have been able 
to make dear the background and the underlying principles. 

This problem certainly desen'es your closest study, as it goes to 
the root of accounting. For the first time the profession has carried 
out corporate thinking and the result has been a revolution in our 
outlook. 

May 1 in conclusion again emphasize that whereas the old dew was 
that it was permissible and financially prudent to understate the posi- 
tion of the affairs of a company (common reasons given being the danger 
of giving full information to competitors and the inadvisability of full 
disclosure to shareholders). But the new view is that it is the di^y of 
directors by their accouMs to convey infqrmation_and hot to c onceal 
it, and therefore that the accounts of a company should give a full 
and fair view of the position of affairs. 

Financial policy is a separate matter entirely and is one for the board 
of a company. Mo one denies the prudence of building up reserves, 
but these shoidd'be ^sclosed, except in the case of banks "arid discount 
houses. Furthermore, additions to and %vithdrawals from reserves and 
provisions should be made clear, if material in amount. 

The experience of those who have travelled tlus road is that the new’ 
policy is a wise one and is in accord with proper ethical standards. 
Companies that have adopted the new’ form of presentation of accounts 
would all, I am sure, testify that, far from their having suffered any 
disadvantage thereby, they have gained materially by reason of the 
general confidence that this policy has generated. Those w’ho think 
this w’ay are of opinion that it is very bad policy to attempt to operate 
a company behind a smoke-screen of obscurity. 

Mr. Basil Smahpiece recently stated " that the essence of profes- 
sionalism . . . lies in the holding in trust for society of a specialized 
iecJmique and body of knowledge ; and the responsibility of those engaged 
in a profession is always to see that the know’ledge and the techniques 
are developed for the common good and are neither polluted nor 
misused, even at cost to oneself,” 

That being the root of a profession, it is clear how vitally important 
it is that the profession should think out and buildup an agreed code of 
basic principles. The Councils of both the Institute and the Society 
have made a anod start, but there is still much to be done. 



Chapter III 

The Valuation of Stock-zn-Trade 

or Inventories 

A paper delivered before the Chartered Accountant Students’ Society of London 
on loth February, 1937. 


For many years I have been disturbed by tlie fact 
that in practice so many different bases are adopted for the valuation 
of inventories, and further tliat there is not an accepted basic 
principle. 

This matter is obviously of the utmost importance when one con- 
siders the considerable proportion of the capital invested in industry 
and commerce which is represented by inventories. It does, therefore, 
appear to be very necessary that we should endeavour to come to 
agreement as to the basic principles. In this connection I suggest 
that our profession should give a lead to industry by establishing 
what we consider to be the soundest and best practice. 

Two summers ago a business journey took me round the world, 
which involved two months at sea. I took this opportunity to write 
a new edition of my book on Auditing and in these undisturbed sur- 
roundings I attempted to think out this problem afresh. I propose, 
therefore, to-night to describe in broad outline the conclusions I came 
to, and those of you who are interested will find' them dealt with in 
greater detail in Chapter VI of my book. 

Some of my conclusions are diametrically opposed to accepted 
practice, and no doubt some of you may come to the conclusion that 
on the sun-swept Pacific I became afflicted by midsummer madness. 
However, if these wild thoughts did lead to a general reconsideration 
of this vital problem, they have been worth while. 

The orthodox principle is that inventories should be valued on the 
basis of the lower oncost or market val ue. This seems simple and all 
sufficing until" we attempt to define cost and market value. I think 
that all practitioners will agree that both of these terms are interpreted 
in many different ways. 

For example, in the case of the cost of stores and raw materials, 
there are the followng methods — 

(а) To value each lot on hand at the actual price paid for the 
consignment of which it formed a part. In the case of bulk stocks, 

' this is not always possible. 

(б) To assume that the quantity held in stock represents the 
latest purchases and to value at these prices. 
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(c) To value at the average cost during the year, i.e. the value 
of the opening stock plus the year’s purchases. 

The accepted principle as regards process and finished stocks is 
that they should be valued on the basis of factory cost, but factory 
cost is calculated in many different ways. 

The raw material content of process and finished goods may be 
costed on the basis of any of the foregoing three methods. 

As regards works overheads, these are applied in many different 
ways. For example, if the overheads are c^culated as a percentage 
upon direct labour, this percentage will fluctuate %vith the rise and 
fall of the volume of production, and in practice, for inventory valua- 
tion purposes, the following methods are used — 

(i) The percentage for the last quarter or month of the 
accounting period, 

(ii) The percentage actually applied at the time the goods 
were manufactured, 

(iii) The average percentage for the year, or 

(iv) A standard percentage based upon a normal volume of 
production. 

Our main difficulties arise in connection wth the definition o_fm^- 
^ there are two schools of thought, the first holding tiiiat 
the inarket value represents the replacement cost, i.e. the amount 
that it would cost to replace by purchase or manufacture the goods 
held at the date of the Balance Sheet; the second holding that the 
market value represents the estimated net amounts that the goods 
would realize. 

Practice also varies in the application of the principle of the lower 
of cost or market value. In some cases this is applied to each lot and 
in others to groups. For example, in the case of a stock of raw materials 
at the Balance Sheet date, commonly Ibis stock will have been bought 
dimng the year at widely varying prices. Some of us would contend 
that each lot should be valued at the lower of cost or market, and 
others that the total stock should be valued at cost and, if in total 
t e inarket value were lower, the total stock should be written down 
to this figure. 

Again, as regards the raw material content of process and finished 
s oc , if at the date of the Balance Sheet the market value of the raw 
matenals is below cost, some would ivrite down the value of the stock 
by the amount of this difference and, some would not. 

n or er to secure supplies of raw materials, manufacturers corn- 
el?^ J forward contracts, in which case at the date of the Balance 

TT, ^ forward contracts at various prices, and if the 

market value of these raw materials at the date of the Balance Sheet 
IS e ow e contract prices, some contend that provision for the 
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difference should be made in the past year's accounts and others 
claim that this is not necessary. • / 

I am afraid that by this time the heads of the students amongst 
you must be in a whirl ; that I can well understand, and personally, 

I suggest that the mind of the profession as a whole is in somewhat of a 
whirl on this particular subject. I have no doubt that, after you have : 
tom my new theory to pieces, my mind also will be in a greater 
whirl than ever. 

It is obvious that these many different methods of calculation 
must give widely varying results, which directly affect the final results 
shown by the accounts. I find it difficult to convince myself that this 
can be correct and, it seems to me, therefore, that it is of the highest 
importance that we should endeavour to establish basic' principles. 

When challenged with the fact that there are so many alternative 
methods of valuation, accountants generally answer that the basis to 
^be adopted dej)ends upon the circumstances of the case. This, however, 
i s surely an ev a sion of the issue. Is the true reason that th^profession 
collectively has not yet made up its mind upon these points? ' 

Accountants cannot dictate to the business world the exact basis 
of inventory valuation, but it is, I submit, very desirable that the pro- 
fession should enunciate the basic principles, as it would be of the great- 
est value to industry and practitioners to know what.the accountancy 
profession considers to be the best and soundest practice. At present 
the profession speaks with many voices upon this subject. 

The following are the basic principles which I submit for your con- 
sideration. For this purpose I am assuming the case of a manufacturer, 
so that we shall deal with all the various types of inventories. 

In my opinion the all-important point upon which the greatest 
confusion of thought arises is in connection with the definition of 
market value. 

In the case of stores and raw material, in my experience, the com- i 
mon practice is for market value to be interpreted as representing I 
replacement value, but in the case of process and finished goods, | 
market value is interpreted as representing the net realizable value. | 
Here again I cannot convince myself that it can be correct to adopt • 
these two distinct bases in connection TOth different t}7pes of stock. 

The whole of the assets of a business, for Balance Sheet purposes, 
should, I submit, be valued on the “going-co ncern ’* basis and not upon 
the„basis of .their break-up .vdue_. .When, therefore, we apply the re- 
placement principle to stores and raw materials, are we correctly 
_appl5nng the "going-concern” principle? For stores and raw materials 
are not held rvith a view to resale in their existing form, but as com- 
ponent parts of manufactured goods. 

All the various types of inventory, namely stores, raw materials, 
process and finished stock and also forward contracts for the supply 
of raw materials, are all merely stages in a continuous process which 
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results in the production of manufactured products. It seems to me, 
therefore, that the same principle should apply to all of the different 
t3rpes of stock and the only principle which, it^ seems to me, can be 
applied is the net reatizable^value in the form ofjinished products. That 
I suggest 'is" the measuring stick that should be applied to all of the 
different classes of inventory. 

, My interpretation of the meaning of cost is, in the case of raw mate- 
rials and stores, the year’s average cost for each class, i.e. the opening 
stock plus the cost of the year’s purchases divided by the total quantity. 
If this basis of calculation is impracticable, then I suggest that cost 
should be calculated by taking the latest invoiced prices plus, of course, 
direct expenses such as freight, duty, landing charges, etc. 

As regards process and finished stock, I suggest that cost should be 
standard cost, which would be based on the current cost of raw materials 
and direct labour and overheads on the basis of a normal volume of 
production. 

In my experience the most common basis of valuation is current 
cost and not standard cost, which will often give a widely different re- 
sult. For example, the percentage of overheads will rise and fall wth 
the volume of production and, therefore, for tliis reason the same item 
of stock, other things being equal, ^vill be valued at a different figure 
at the beginning and the end of the year if the overhead percentage 
has fluctuated. If, therefore, the volume of production is falling, the 
overhead percentage will rise and, therefore, at the end of the year the 
stock wall be written up to a higher value than at the commencement 
of the year. This does not seem to me to be correct, as it represents 
loading on to the stock the cost of idle capacity. 

On the other hand, if valued at standard cost, then an individual 
item of stock will appear at the same value at the beginning and the 
end of the year, unless, of course, the standard has been changed due 
to variations in the cost of raw materials and/or labour, or variations 
in overheads due to altered production methods or efficiency. 

^ Based upon the principle of the lower of cost or net realizable value 
m the form of finished products, the various classes of inventory would 
be valued as follows — 


Stores 

Stores are held for use and not for sale in their crude form. For 
example, coal represents an essential element in the production of the 
power required for manufacturing purposes. 

r, '^hat the production account for each year 

® ^ arged with the actual cost of the coal consumed regardless 
^ accounting period during which that coal was 

? +1, purchased in a preceding year is consumed 

shouM be^^^^ the basis of valuation for Balance Sheet purposes 
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If, for example, at the date of a Balance Sheet the replacement 
value of stores is below cost, this does not mean that a loss has been 
incurred, but merely that the stores could have been purchased 
cheaper. If the stock is written down to the replacement value, then 
an artificial loss is added to the cost of stores for the past year and the 
cost of stores for the coming year is artificially reduced by a correspond- 
ing amount. In consequence the true cost of the stores consumed is not 
shown by the accounts of either of these years. / 

If the sales prices of the manufactured products show a profit 
margin, then a profit will be realized when the stores in question are 
eventually sold in the form of manufactured goods. In these circum- 
stances, I suggest that cost is the correct basi s of val uation for inventory 
purposes and that it could not-be contested by an Auditor. 

Raw Materials 

In my experience the common practice in the case of raw materials 
is also to value at the lower of cost or replacement value. I submit, 
however, that the basic principle should be the lower of cost or the net 
realizable value in the form of finished products. 

Here again, if the replacement value of raw materials in stock at the 
date of the Balance Sheet has fallen below the cost price, no loss %vill 
result if there is a profit margin on the sale price of the finished products. 

If, however,- the selling price of the finished products has fallen 
at the date of the Balance Sheet and the cost of production plus selling 
and distribution charges in total exceeds the selling price, then, if that 
selling price is maintained in the ensuing year, it means that an actual 
loss will be incurred when the raw materials in stock are sold in the form 
of finished products. In these circmnstances, therefore, I submit that 
the raw materials unquestionably should be written down to- such a 
level that, as nearly as can be estimated, no loss will be incurred in the 
succeeding year upon the sale of the corresponding finished products. 

Quite apart from theoretical principles, it is obvious that, if selling! 
prices are at an uneconomic level, then a dangerous situation has de-’ 
veloped and, therefore, that it is advisable to adopt a conservative basis! 
of inventory valuation. In such circumstances, however, the valuation} 
is largely a matter of judgment. 

Forward Contracts for the Supply 
. OF Raw Materials 

Manufacturers commonly maintain forward cover in order to ensure 
supplies of raw materials. The question arises, therefore, as to whether, 
if at the date of the Balance Sheet the market price of the particular 
materials is below the forrvard contract price, provision must be made 
in the past accounts for the difierence. 

In a case where a manufacturer fixes a forward contract for the sale 
of his products at a fixed price, the only prudent course is for him 
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immediately to cover the cost of his raw materials by placing forward 
contracts, so that in this way his profit margin may be secured. If 
at the date of the Balance Sheet the market price of these raw materials 
was below the forward contract price, I cannot see any reason, except 
cautious finance, why pro\’ision for the difference should be made in the 
past year’s accounts. No loss has been incurred or \vill be incurred if 
the s^e price of the finished products leaves a profit margin after pro- 
viding for the cost of production, etc., taking the raw materials at the 
purchase contract prices. 

In the same way, if forward contracts have been placed to provide 
raw materials for general requirements, that is to say in respect of 
manufactured goods which have not yet been sold, if the market price 
- of the raw materials has fallen, it is no doubt a soun d fin^cM policy to 
pro vide for the difie rence, but, in my qpinioii,_tlus is not essential, if the re 
" isjL profit margin on the estimate d se lling price s of the finished prqducls_. 

If, however, there has been a heavy fall in selling prices, for example 
owing to a price war, then it may be that the profit margins are wiped 
' out and that, if these selling prices maintain, then at the contract prices 
for the raw materials, an estimated loss ^vill be inciured when the manu- 
factured goods are sold. 

In these circumstances tmdoubtedly provision should be made in 
the past year so that, so far as can be estimated, the coming year will 
not incur a loss on the sale of the products manufactured from these 
raw materials. Here again, therefore, it is submi tted ^at the governing 
factor is the estimated net, realizable^ yalue_of_the finished, products 
that -will be manufa ctured fr om th ese ra w ma.teri als . Nevertheless, 
circumstances may be encountered that require special consideration. 

For example, supposing in the case of a manufacturer who, at the 
date of the Balance Sheet, has forward contracts representing, say, 
two years’ supply, it might be that the selling prices of the finished 
products at that time showed a profit margin with raw materials taken 
at these contract prices. 

Owing to the a^ormal amount of thejqrw^d contracts, I suggest, 
however, that such a situation requires most careful consideration as 
it is impossible to forecast what selling prices vtU be for so long a period 
ahead. Therefore, very considerable risks are involved. 

In such circumstances tlm repi^^eiri value of these rawjnaterials 
is not, in n^ qpMon, the vital factor, which is that these heavy forward 
contracts expose an abnormally large area of \’ulnerability and a com- 
•parativety long time must elapse before either the wisdom or impru- 
dence of the heavy buying of raw materials is capable of demonstration 
and considerable risks are, therefore, involved. 

to these circumstances it is obviously impossible to estimate the 
reahzable value of the finished products that will be manufactured 
from these raw materials. The treatment, therefore, of these forward 
contracts becomes, I submit, a matter of judgment. Upon the principle 
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of s ound financial policy and after weighmg up all the circumstances 
of the cas e, drastic treatment ma y well prove to b'e the wise cours^ 
This, it is submitted, in no way irnpms the validity “ofTKeTjasic 
principles which I have advocated, for it will be appreciated that, aS 
the circumstances expostulated are quite exceptional to the buiness, 
they require special treatment in the accormts. 

In connection with this ivhole question of fonvard contracts the 
recent Pepper Pool case is of very great interest. Time does not permit 
of my dealing with all the circumstances of that case, but I think that 
the lesson to be drawn from it clearly is that, if there are forw ard con- 
tracts and th e amounts involved are abnormally hig h, obviously a 
speculative situation exists that may result in serious losses. In such 
circumstances, therefore, it is necessary that these facts should be made 
clear m a pro spec tus a nd al so, I submit, in a Balance Shee t. 

Process or Partly Manufactured Goods 
In the case of process and also finished stocks, the most commonly 
accepted principle in practice is, I think, the lower of_j:pst_or_net, 
realizable value. 

Following the principles which I have enunciated, I suggest that the 
basis should be the lowe r of current stonifanf cos^ or the net realizable 
value in the./Qr^iu.o f.iimshei3r.odwts. " " - - “ — - 

The net realizable value would rep resent the sales price less ahow- 
ances, selling an d di^ribu tion„charges,3nH TEe~co^ Tf completion of 
manufacture;^ You will appreciate that there is no questibii'oT'anti- ' 
' cipating pro& by the adoption of this basis, as the net realizable value 
is only adopted if it is below cost and, therefore, there is no question 
of any profit in the valuation. The standard cost would cover raw 
materials. direct„.labour,and..direcLTaGtorv. overheads, ^pphcable "to 
the partly manufactured^ goods. 

‘ The cost, Tsubmit, should not include selling , distri bu tion and , ad- 
mini stra tion charges. 

Finished or Completely Manufactured Goods 
I suggest that exactly the same principles should be applied as in the 
case of process stocks, except that wth finished goods the^net resizable 
value will be represented^by the sale^ price_^less E^v^ces,_genS^ 
administration expenses an d the cost of selling and distribution. 

“I also' suggest that process stocks 'should be faken as a whole and 
valued on these two bases, the lower total of which would be adopted 
for Balance Sheet purposes. 

As regards the raw materials content of process and finished stock, 
if the above basis is adopted, I see no reason, apart from the dictates of 
financial prudence, why the raw material content must be written 
down to replacement value if that is bdow cost value at the date of the 
Balance Sheet. 
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Damaged and Obsolete Stocks 
In the case of all classes of the inventory, damaged -and obsolete 
goods should be written down to the amount it is estimated tha t these 
g oods will realize when sold in the form that it will be possible to dis- 
pose of them ; in some cases this will be in the form of second-grade 
products and others in the form of scrap. Here again, allowance must 
be made for the cos_ts of sellmg and distrilmtion. ' “ ’ 

Unsold Produce, Etc. 

In the case o f t ea, cofiee and rubber^estates, tin dredgiog and mining 
un dS akmgs, it is a common practice to value the unsold pro"ductfon 
at the date of J;h^ Stance Sheet at the net amoimt .subsequently 
rep^dT^The object of this "pfactice'is ifo credit each year with the 
total amormt realized upon the sale of the production of that year. 
In such cases, when at the time the accounts are being completed the 
whole of the unsold production has, in fact, been sold, there can be no 
objection to this practice. This stock should be described in the Balance 
Sheet as "at net amount subsequently realized." In this way, it is 
made dear that the profit has been put back into the year during which 
such stock was produced. It will be appreciated, however, that .tWs, 
practice is a distinct departure from the ordinarily accepted principl^__ 
oflnveiilory valuation. It is, however, the established practice in the 
case of undertakings of the t 5 q)e referred to. 

Conclusions 

Considerations of financial policy commonly result in the adoption 
of a conservative basis of inventory valuation, and this is obviously 
prudent, but this financial policy is quite apart from the question of 
the basic principles that shoiald govern inventory valuation. 

lLis,..howeyerj^ of great impo rtance th at, consiste nt bases should, 
^:^i9Pi®d..frpm_yem To year,_6therwi^, Jif_the_basis of valuatioi^is 
rtend^f jthejaperating resdts for the year ■mil be distorted. 
In my view, it is of the utmost importance that ■ffie proprietors of a 
business should be given a clear "view as to the trend of the normal 
earmngs of the concern. If, therefore, the basis of inventory valuation 
has been altered and the amounts involved are material in amount, 
then, in my opinion, ■this fact and the amount involved should be made 
dear to the proprietors of the business. 

I am afraid that to-night I have, in all probability, merely increased 
the confusion of thought on this particular subject, but may I conclude 
by suggesting that the newly formed Accounting Research Association 
should^ endeavour to clear our minds upon this matter, which is of 
such ■vital concern to the industrial w'orld. 


Chapter IV 

The Valuation of Stock-ih-Trade 

or Invent or ies--(contc/.) 

A paper delivered before the Nottingham Chartered Accountant Students' Society 
on the i^ih November, 1946. 


In 1942 the Council of the Institute commenced 
to issue a series of recommendations upon "Accounting Principles." 
This was a most important event with a deep significance, for it was 
the first time that we accountants attempted to think out, upon a 
corporate basis, our problems and thus our Council has given helpful 
guidance to every member. 

In the past we- developed upon a purely individualistic basis, we 
each laid down our o\vn code of principles and hence our practice 
showed wide differences in method and in the form in which accounts 
were presented. 

The Council’s recommendations on accounting principles have had a 
profound effect and directly influenced the Company Law Amendment 
Committee's recommendations regarding the accounts of companies. 

Every one of you should, if you have not already done so, study 
closely the eleven recommendations of the Council and also the Cohen 
Committee’s report on company law amendment. 

From a study of these two documents you rvill find that -views upon 
this matter have undergone a complete and revolutionary change. 

The time honoured policy of secrecy in connection \vith the form of 
presentation of accounts has been abandoned and the new policy is 
that accounts should be a vehicle for conveying information and not 
for concealing it. You ^vill therefore find laid down the basic principles 
upon which accounts should be prepared and particulars of the in- 
formation that must be given. 

A most important change is the spotlight that has been turned upon 
tlie Profit and Loss Account. The Cohen Committee has stated that the 
Profit and Loss Account is just as important, if^n^ot more important, 
than the Bjdance Sheet. It is only by means of the Profit and Loss 
Account that the trend of earnings can be seen and thus an idea ob- 
tained as to whetlier the return upon the total capital investment in a 
concern is satisfactory or not. 

This basic factor you must fully understand, as it wiU make clear to 
you the reasons for the detail recommendations. You will find that great 
precautions are taken to ensure that the true trend of earnings is not 
distorted by the methods applied in preparing the accounts. 
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It is not possible for me to cover the whole of the Council's recom- 
mendations in the time available to-night. I propose therefore to deal 
\vith Recommendation X only, as in my view it is the most revolu- 
tionary of any of the recommendations issued to date by the Council. 
This recommendation deals with the valuation of stock-in-trade, and 
I think that you wiU agree wth me that it is a complete departure from 
the principles that we all acted upon in the past. Some of the new ideas 
upon this important subject may come as a shock to some of you. 

The valuation of stock-in-trade is a vital factor in the preparation 
of the accounts of commercial and industrial undertakings. It is a 
httle surprising, therefore, that until recently the profession had not 
attempted to estabhsh agreed basic principles that should be applied 
in this connection. We had the accep ted slo gan that the basis should be 
the lower of cost or_ market v^ue,_but there were many conflicting 
interpretations of both the terms "cost” and "market” value. There 
was no general agreement as to these all-important and basic factors. 

When challenged as to the lack of accepted basic principles, the 
common answer was that this was not possible owing to the great differ- 
ences in the conditions and circumstances regarding the stocks , of 
various .businesses. But is this a satisfactory answer? The nature of 
the stocks may be different, but I submit that the basic principles of 
their valuation surely should be the same. 

As you know, in its recommendations on accounting principles, the 
Council of the Institute has dealt with this very important subject and 
thus has laid dow what it considers to be the best practice. Recom- 
mendation X, which is the one in question, many consider to be the most 
revolutionary of all the recommendations issuedby the Council up to date. 

Every one of you should study Recommendation X very closely 
indeed, and you will find that the principles there laid down are very 
different from those generally held in the past. 

The b^^premises at the root pTthes^recommendations are, firstly, 
the earnings of , a business must not be distorted,^ 
by the bases adopted from year to year for the valuation of stock-in- 
trade, and secondly, I submit that questions of financial policy should 
^SiSSffLSHjtejeparate and distinct from the basic principles' that should 
goyein these yah^ons. 

In the past, in particular by the writing doivn of items of stock, 
we have distorted the trend of earnings by deflating the past year’s 
earnings and inflating the future j^ear’s earnings by an exactly similar 
^ount. This gge-^s aw e ffect of the writing down of stock has not, I 
feel, always been fullya^reaaled.''”' ‘ r' 

For example, let us assume a case where in Year I a merchant 
purchased 10,000 articles at £i each. During the year he sells 5,000 at 
30s. each^hus realizing a gross profit of los. per item sold which equals 
£2,500. That result would be shown by his Trading Account if at the 
end of the year he valued his stock of 5,000 items at cost, i.e. £i each. 
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But let US suppose that at the end of the year prices are falling and 
the merchant decides, instead to write his stock down to 15s. per imit, 
which would be 5s. below cost. Let us also further suppose that the 
whole of the stock was sold in Year II at 25s. per item. The following 
are comparative Trading Accounts, column "A” showing the position 
if the stock were valued at cost, i.e. £1 per unit and in column "B” 
if the stock were valued at 15s. per unit. 


Year 1 


£ 

A 

B 


A 

B 


£ 

£ 


£ 

£ 

Purchases 



Sales 



10,000 at 203 . each. 
Less : Stock at year end 

10,000 

10,000 

5.000 at 30s. each 

• 7.500 

' 7 < 50 o 

5,000 at 20s. each . 
5,000 at 15s. each . 

5,000 

3.750 




Cost of Goods Sold 

5,000 

6,250 




Gross Profit 

2,500 ‘ 

“1,250 





£7,500 

■ £7.500 


£7,500 

£7,500 



Year II 



Slock 



Sales 


\ 

5,000 at 20s. each . 
5,000 at 15s. each . 

5,000 

3,750 

5,000 at 25s. each 

. 6,250 

6,250 

Gross Profit 

1.250 

2,500 





£6.250 

£6,250 


;{6,250 

£6,250 


The results of the two methods are therefore as follows — 


Gross Profits 

1 

A \ 

\ 

B 


1 

^ 1 

£ 

Year I , 

2,500 

1,250 

Year II . 

. 1 

1,250 

2,500 


£ 3 , 75 o._ 

£3,750 

1 


- ’ ir.- 1'. 


Pr 


tr 5 I vtn t 

4 


(>iAf 


"r-"" ..... 

The total profit for the two years is, of course, the same under eacl 
method of stock valuation but the facts are that — 

In Year 1 5,000 articles -which cost 203. each -were sold for 30s. each resulting in ^ 

a gross profit of 2,500 

In year II 5,000 articles which cost 20s. were sold for 25s, each resulting in a 

gross profit of 1,250 


Total 


^ 3.750 


This represents method "A” above which, I submit, shows the true 
trend of earnings. Method "B" distorts the earnings of both years. 
Year I is rmderstated by £1,250 and Year II is overstated by a NVp 


1 
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amount. These distortions are brought about by the writing down of 
the stock, tmder method “B,” by £1,250 at the end of Year I. 

In order to ensure that the true trend of earnings is not distorted, 

I submit that stock in good condition should be maintained from year 
to year in the Production and Trading Accounts at cost. Thus, when 
stock is sold, there iviU be charged, against the proceeds of sale, the 
actual' cost of such hfock,'' re ga r d less of_the fact^whether it_was pur- 
chased or manufactured during thepurrent or in a preceding year. 

This is the first basic factor I wash to underline, as being a method 
that will make certain that the trend of -earnings is not distorted. 

At this stage we have been considering the treatment of stock 
solely from the point of mew of the Production and Trading Accounts. 

Now, turning to the Balance Sheet, stock should be valued upon the 
basis of the lower of cost or net realizable value. Where applicable, 
therefore, provision must be made in order to reduce the total cost 
valuation to the amount “which it is estimated that the stock can be 
realized either in its existing condition or as incorporated in the pro- 
duct normally sold after alloiving for all expenditure to be incurred 
before disposal.” 

Stock that is not in &st-class condition by reason of being damaged, 
out of fashion, ’obsolete, unsaleable or unuseable, requires special con- 
sideration. Each item of this stock should be valued at the net amount 
that h is estimated that such stock realize m the condition in wluch 
it’rviUbe sold, i.e. as "seconds” or as scrap. The total prordsion un^er 
this head should be shown as a separate item in the Profit and Loss 
Accormt and added to the prordsion deducted from the stock in the 
Balance Sheet. 

The total amoimt of any provision for anticipated losses upon the 
realization of stock, I submit, should be charged to the Profit and Loss 
Account as a separate iterrt and shown as a deduction from the stock- 
in-trade item in the Balance Sheet. From management’s point of view 
this is a very important factor. {I am referring to the accounts pro- 
duced to management and not to the published accounts ) 

If this practice is followed it will be appreciated that the trend of 
gross profit ^vill be shoAvn from year to j^ear consistently upon the basis 
of cost against sales and thus distortions are avoided. In the Profit 
and Loss Account management can see as a separate item the total 
amount that has been provdded for anticipated losses upon the realiza-' 
tion of the stock. 

In the Balance Sheet the total provision for possible losses upon 
realization is shown as a deduction from the stock item and each year 
this provision will be reconsidered and increased or decreased by* 
an appropriate transfer to or from Profit and Loss Account. 

tVhat I have endeavoured to describe is, of course, an entirely new 
method for handling this matter in the accounts, and the basic reason 
is to focus the whole position clearly and to avoid the distortion of 
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gross profits. The importance of this you \vill, I feel sure, readily appre- 
ciate. I must point out, however, that this method does not form part of 
the Institute's recommendations, but it is submitted as one that wiU 
make sure that the spirit of the Council’s recommendations is complied 
with. 

I now vdsh to endeavour to make clear what we mean by the terms 
"Cost" and “Market Value” in connection mth the valuation of stock- 
in-trade. 

The following are common bases used for calculating cost for stock- 
j taking purposes — 

/ Unit Cost. "Upon this basis, each article, batch or parcel is valued 
at its individual cost.” 

This method is suitable in cases when the number of items is not 
very considerable and when the value of the individual items is high, 
e.g. the stock's of jewellers, or of a dealer in motor cars. It is not possible 
of application in cases of bulk stocks, such as chemicals or oil in vats. 

First in, first gut. "This basis assumes that goods sold or consumed 
wefSThdse wKich had been longest on hand and that the quantity held 
in stock represents the latest purchases.” 

This basis conforms ■with accepted views regarding the handling of 
stocks, i.e. turning stocks over so that they do not deteriorate through 
remaining for long periods at the bottom of the stock pile. 

When it is suitable it is simple to operate, but it is not always 
applicable. 

Average Cost. "This basis entails averaging the book value of stock 
at the coiHffiShcfelnent of a period •with the cost of goods added during 
the period deducting consumption at the average price, the periodical 
rests for calculating the average being as frequent as possible having 
regard to the nature of the business.” 

In cases where the "First in, first out”, method cannot readily be 
applied the "Average Cost” basis is commonly adopted. 

Stavfiat^..CQst. Under this basis stocks of process and manufactured 
goods are valued on the basis of standard costs. Such costs are based 
upon a normal volume of production and current costs of direct labour 
and materials and factory overheads. 

This basis eliminates the distortions brought about by the influence 
of fluctuating volume on fixed overhead charges. 

Lgsfiin, first out. This basis assumes that goods sold or consumed 
are those" which have been the shortest time on hand and that the 
quantity held in stock represents the earliest purchases. 

In America this method has many advocates, and it has advocates 
here. 

In my opinion this basis is directly contrary to accepted views 
regarding the handling of stocks, and has several other objections that 
I have not time to elaborate. I am not in favour of it. 

In the case of partly and completely manufactured goods the costs 
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should naturally comprise the cost of direct labour and materials 
expended upon such goods up to the date of the Balance Sheet. 

Regarding overhead charge s, only f^to^ ovCThe ads shou ld be 
considered. Practice varies, and you wall observe that the CounciTih 
its~recomrnendation states, regarding overheads, that if "expressed 
as a percentage of actual production, the amount added to -the stock 
valuation uiU fluctuate from one period to another according to the 
volume produced. To avoid distortion of revenue results, in some cases 
indirect or overhead expenditure is eliminated as an element of cost 
when valuing stock-in-trade, or alternatively, only that part which 
represents fixed annual charges is excluded. In other cases, an amount 
is included which is based on the normal production of the unit con- 
cerned.” 

This is a most important matter, and many of us have overlooked 
the freak results that can be produced when fixed overheads are in- 
cluded in cost when valuing stock, e.g. the same item of stock may be at 
a much higher value at the end of the year than at the beginning, 
merely because the volume of production has fallen. 

My own recommendations are as follows and in that order of prefer- 
ence— ' “ 

(i) to exclude all overheads, 

{2) to exclude all fixed overheads, 

(3) to value at "Standard Cost.” 

But in all cases it is of prime importance to be consistent from year 
to year in the basis of valuation adopted. 

Turning now to a consideration of the term "market value" the 
first point is, do we understand that to mean the estimated replace- 
ment value or the realizable value in the form that the stock vtII be 
sold in the ordinary course of trade? You %vill appreciate that there 
may be a material difierence between these two values. 

In the past the most generally accepted interpretation .was, I 
think, replacement value and that basis still has many advocates. 

The jr ’ ‘ 1 - 

\viU see tl f- .>■■■. h if is estimated that 

the stocks ■. •. I ■ (ition or as incorpora- 

ted in the product normally sold after allowing for all expenditure to 
be incurred before disposal.” 

This is a very different conception. A merchant often buys goods 
and sells them in the same condition. But a manufacturer buys raw 
materials and stores and converts them into a manufactured product, 
which he sells. He does not, therefore, buy raw materials with a view to 
selling them in their original state. 

> The basic factor is, therefore, the saleable value of the finished 
'• product and not the estimated cost "of replacing the raw materials, 
, stores, process and finished goods. 
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This may be a new conception to some of you, as also may the Coun- 
cil’s statement that "the fact that at the time of valuation the goods 
could have been acquired at a sum less than their cost only indicates 
that the expected profit is less than it might have been had it been 
possible to acquire them at the accounting date.” , 

The Coxmcil also states that " on the other hand, if at the time of 
valuation it is clear that selling prices will not cover cost and expenses 
yet to be incurred before the goods are disposed of, provision is neces- 
sary to meet the anticipated loss.” And further that in estimating thej 
realizable value “regard should be had to abnormal and obsolete stocks; 
the trend of the market and the prospects of disposal.” • 

Replacement value' stiU has strong advocates, and you will observe 
that the Council recommends that if this basis is adopted then, in the 
Balance Sheet, the stock should be described as being "at the lower 
of cost or replacement value, " and the Council states further that “in 
no case shordd it exceed market value as described above.” Thus the 
Council recommends that the exact basis upon which stock has been 
valued should be made clear in the Balance Sheet. 

The next point for consideration is how exactly the principle of 
the lower of cost or market value is to be applied. 

There are three bases — 

(i) to consider each article in stock separately, ' ^ 

/ (2) to group articles in categories having regard to their simi- 
larity or interchangeability or 

(3) to consider the aggregate cost of the total stock-in-trade in 
relation to its aggregate market value. 

In the past the most common basis was (i) above and failing that {2). 
The aggregate method is a comparatively recent innovation. Bases (i) 
and {2) wiU result in a lower total value than the aggregate basis -will. 

The majority, ot.practitioners.favoim.(i).oiL(2)j)n t^_grounds that 
they^re_mpre,conseryatiye. ’■ 

My dictionary defines the word "principle” as "a law or doctrine 
from which others are derived.” That does not imply that our principles 
must be upon the most conservative basis. I think that in this connec- 
tion there,has been loose t hin king an d that we have ihtenhbced account- 
ing principles wth financial policy. We are directly concerned %vith 
principles, but the proprietors of a business are solely responsible for 
financial policy. 

If stock is valued in accordance with an accepted accountancy 
principle then, I submit, the auditor must be satisfied. The directors 
of such a company might consider it prudent financial policy to appro- 
priate out of available profits a reserve covering (say) 50 per cent of 
the total value of the stock. That would be a matter of policy with 
which an auditor, as such, is not concerned. Any such reserve should 
be disclosed in a company's accounts. 
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You will have observed that the Council in its recommendations 
lays do\vn that stock-in-trade "may properly be valued on the basis 
of the lower of its aggregate cosCor of its aggregate market value.” 

In' the’ profession opinions are sharply divided upon this point ; 
in fact many are violently opposed to this new principle. The Council 
further hold, therefore, that an " equally proper course is to take each 
item of stock (or each category group) and' value it on the basis of the 
lower of its o^vn cost or rnarket value.” 

Thus the Council’s recommendation is a compromise between the 
old and the new conceptions upon this important point. 

The modem view, as I understand it, is that the aggregate method 
should be the basic principle, and that it should be left to the pro- 
prietors of a business to create reserves to cover all of the other con- 
tingencies of the future. By this means cautious and pmdent financial 
policy may be applied, whilst at 'the same time maintaining uniform 
basic accoimting principles. 

Those of you who have not studied this important subject through 
modem spectacles, will probably be astonished by the new views 
upon this matter. It is a problem of great importance that should 
be thoroughly explored by every one of us. 

To-night we have merely considered one of the eleven recommenda- 
tions of the Council — every one of them should be studied and 
thoroughly understood by every member of our profession. Fmther- 
more, we should not drift into the state of mind that there is now no 
further need for thought. Conditions change, new responsibilities 
open out before us and if, therefore, we are to rise to our opportunities 
we must be ever watchful and adjust and add to our code of accepted 
basic principles. We live in a changing world and "Our practices and 
professional technique must be adapted and altered accordingly. 

Note. The quotations in this paper are from Reconunendation X 
of the Council of the Institute of Chartered Accountants in England 
and Wales. 

Any opinions that I have expressed in this paper are my own and 
not necessarily those of the Council of my Institute. 
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The Form of Presentation of the 

Accounts of Holding Companies 

A paper delivered before the Chartered Accountant Students’ Society of LoMon on 
-jih November, to the Binninf;ham Chartered Accountant Students' Society on the 
gth Naventbet, and to the Sussex Branch of the South Eastern Chartered Accountant 
Students' Society on the ipi November, 193 .}. 


Ont. of tlio most marked developments in industry 
and commerce in recent years has been the advent of the holding com- 
pany, that is an organization comprising a parent company which holds 
a controlling interest in one or more subsidiary companies and in some 
cases sub-subsidiary companies. 

Control is effected by the acquistion of a sufficient number of shares 
in each subsidiary to give the holding company more than 50 per cent 
of the voting power, or, wiicrc the holding company has power directly 
or indirectly to appoint the majority of the directors of the subsidiary 
and thus influence the policy of that company. 

In this way the holding company may control a large group of 
companies and there are many such organizations to-day of an inter- 
national character and comprising a large number of companies in 
countries all over the world. 

From the commercial point of view there are many advantages in 
this type of organization, and in my opinion it is a natural develop- 
ment the benefits of which e-Kpcrience has proved. 

On the other hand, as is always the case, there are weaknesses and 
one of the great difficulties is that this type of organization raises 
accounting problems of considerable complexity, in particular, as re- 
gards the form of presentation of the holding company’s accounts. 

It is this problem I wish to discuss \rith you to-night, as it is of 
great public interest, and one which is in no small measure exercising 
the mind of our profession at the present time. 

This form of organization is capable of being improper^ used as a 
cloak to hide from shareholders the true position of the combine in 
which they are interested, and there have been grave abuses and spec- 
tacular crashes that have shaken public confidence. It is for this reason 
that this problem has loomed so large in recent times. 

At the outset I wish to make it clear that the views I shall express 
are my own and not necessarily those of the board of my company. 
Furthermore, in order to illustrate various points I propose to use the 
1933 accounts of the Dunlop Rubber Co., Ltd. In doing so I am not, 
however, suggesting that these accounts represent the final solution. 
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of this vexed problem ; they are merely to'illustrate how that company 
has attempted to overcome the various difficulties involved in this 
question. 

In the time available it is not possible for me to deal with all the 
accoimting problems that arise in connection with holding companies. 
I propose therefore to confine m3rself to the general forin in which I 
suggest the accounts of a holding company might with advantage be 
presented. 

In the first place, however, it wiU, I think, be helpful for me 
to endeavour to make dear to you the general situation and the 
principal comphcations and difficulties in connection with this 
problem. 

The holding company itself and each of the subsidiary and sub- 
subsidiary companies is a separate legal entity. Each company there- 
fore has its own board of directors, is a self-contained unit and operates 
rmder the company laws of the country in which it is registered in 
exactly the same way as any ordinary company. 

The claims of creditors of each s ubsid iary company can legally be- 
enforced only’ag^st the assets of th^t company jnd such ^ credito rs 
Have no daim~wHa teve~r" a gajns t t he ass ets of the Riding com ply 
of of^y of'the"otEer cornpanies within the combine unless such debts 
have been guaranteed by another company rvithin the gfoupl In prac- 
tice, in order to pfeiSve its goodwill, a solvent holding company would 
not usually allow a subsidiary company to default and would in all 
likelihood provide funds in order to satisfy the creditors of an insolvent 
subsidiary, but, as already stated, the legal rights of the ordinary 
rmsecured creditors of a subsidiary are confined to the assets of that 
company. 

In order to comply with legal requirements, each of these compaxues 
must prepare its o\vn accounts and submit them in the ordinary way 
to its shareholders in general meeting. 

It is important to bear in mind that the various individual companies 
within a combine are not branches of one legal entity embracing them 
all. The connection is by means of shareholdings, i.e. the holding com- 
pany is merely a majority shareholder in each of the subsidiaries, 
in addition to which some of the subsidiary companies may in turn be 
majority shareholders in sub-subsidiary companies. 

In the Balance Sheet of the holding company its interest in the sub- 
sidiaries is represented by investments in and advances to the various 
subsidiary companies. These investments and advances, as you will 
be aware, under the Companies Act, 1929, must be separately stated 
in the holding company’s Balance Sheet. 

A holding company, for trading reasons, may be interested in a 
company but, 'whilst holding a substantial interest therein, such interest 
may be only fio per cen't or less. Such companies are commonly known 
5S.A5§9Si^§d companies. In these circumstances the holding company 
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is not in a position to exercise effective control and is either a 50 per cent 
or merely a minority shareholder. 

You ^vill appreciate that the holding company may have a large 
family, including children, grandchildren, and even great-grandchildren. 
If, further, this large family is scattered all over the world, you will 
appreciate that it requires an extremely sound and efficient organiza- 
tion in order to exercise effective control, and a vital part of that organi- 
zation will be an efficient accounting system. 

As regards the form of presentation of the accounts, there are_no 
particular points in connection with the accounts of tl^ subsi diaries 
wfir^lcKnCT;Kmlc I'need detain^ourbut many difficult and complex 
point^o arise as regards the accounts of the holding companyltsdf,' “ 
“As you mil be aware, the Complies* Act,' 1929,“ contains' certain 
provisions dealing specifically rvith the accounts of holding companies. 
But the general opinion, I think, is that these prp^sions byAhemselves 
are inadequate for jolying this complicated problem. 

Under Section 126 it is provided that there shall be annexed to the 
holding company’s Balance Sheet a statement signed by the directors • 
stating how the aggregate profits and losses of the subsidiary companies 
have, so far as they concern the holding company, been dealt with in the , 
accounts of the holding company. ^ 

This statement must also say to what extent provision has been ^ 
made for the losses of subsidiary companies either in the accounts of 
those companies or of the holding company or of both. Further, it 
must state to what extent the losses of subsidiary companies have been 
taken into account in arriving at the profits and losses of the holding 
company as disclosed in its accormts. 

It is important to note, however, that it is not necessary to specify 
in this statement the actual amoun t of the pro fits or losses of any 
subslcGary company or the actual amount of any part of any such 
pfbfits'or losses which~h’a^s been dealfroth fiTahy pafticulaFinSiner. 

TEia^beenlargely quoting the actual words of the section, which, 
as an example of lucidity and draughtsmanship, leaves, to say the least, 
something to be desired, in addition to which it seems to me to be in- 
effective in attaining the underl5dng objective. 

In a brilliant paper on holding companies delivered before the 
International Congress on Accounting in 1933^ when dealing ivith the 
terms of this section. Sir Albert Wyon stated : " I venture to think that 
the particulars required by the Act to be disclosed are of so general 
and vague a character as to be quite insufficient to supply share- 
holders with the information necessary for them, if they are to have 
a just view of the earnings of the enterprise in Avhich they are interested 
and of its prospects. The provisions which I have epitomized, may 

"Holding and Subsidiary Companies — Accounting Principles involved in the 
Treatment ot Earnings and Valuation o£ Holdings/' published in The Accountant of 
5th August, 1933. 
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indeed have the unintended effect of providing justification for directors 
who TOsh so'to prepare the accounts of a holding company as to conceal 
from t^ose chiefly interested the actual results of its actmties.'* 

i entirely agree wth these^^^ew?^ Sir^fflberr Wjmhr and I wU 
endeavour to explain why I am of opinion that the terms of the Act 
fall short of the real solution of this important problem. 

Although the members of the holding company are shareholders 
of that company only, they are directly interested in the fortunes of 
. the whole group. Therefore, in order to obtain a clear view as to the 
i state of their investment in the parent company, it seems reasonable to 
suggest they they should be enabled from year to year to learn some- 
thing of the character, the financial health and the earning capacity 
of the parent a7id all the children.— 

The true test of the value of any commercial enterprise is its capa- 
city to earn profits. A clear picture, therefore, of the earnings of the 
whole group of companies is the only means by which the members of a 
holding company can judge as to the success or failure of the combine in 
which they are interested. 

I would like to emphasize this point strongly, as in my view it is 
the key to the whole problem. 

There has developed a strong demand for the production of so- 
called ‘‘consolidated Balance Sheets,” which are of great assistance, 
but in my opinion a c on solidat ed earn ings statement is of far gre ater 
value.and i mpor t^ce. 

As the law stands, however, it is not compulsory for a holding com- 
pany to present to its shareholders any view of the earnings of the 
combine as a whole. In fact the board of a holding company, acting 
strictly within the terms of the Companies Act, can present a Profit 
and Loss Account which gives no indication whatever as to the true 
earnings of the group as a whole. For under the Act, all that the direc- 
tors of a holding company are bormd to do each year is to lay before the 
company in general meeting the Profit and Loss Account of the holding 
company itself. 

In drawing up this Profit and Loss Account the board could take 
credit for the dividends declared or to be declared by the profitable Sub- 
sidiaries and make no provision for .the holding company_’s proportion 
of the losses .of The_unprofitable_ones._ If such losses were substantial 
in amount, I think you ^vill agree that a most incomplete view of the 
earnings of the combine would be given to the shareholders and al- 
though, in the statement annexed to the Balance Sheet the directors 
would be bound to state the fact that such losses had not been provided 
for, they would not have to disclose the amount of the aggregate losses. 

You may ask, "YTiat about the company’s auditor?” But what 
can he do, except qualify his report to the effect that in his opinion 
the value of the investments in subsidiaries is overstated in the Balance 
Sheet! Such a statement would be a warning, but it wotdd give no 
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indication as to the amounts involved and therefore the shareholders 
would still be completely in the dark as to the true position of affairs. 

Furthermore, it is possible for the directors to declare as dividend 
only a proportion of the available profits of subsidiaries. Such undis- 
tributed profits would therefore in effect form a secret reserve, as to the . 
existence of which the shareholders of the holding company would not 
necessarily have any indication. 

If in a subsequent year the profits of the combine fell, it would be 
possible for the subsi<haries to declare dividends out of the undistri- 
buted profits accumulated in past years. Such dividends could be 
properly taken to credit by the Wding company, as income of the year 
in respect of which thej^. had been declared. There is nothing in the 
Act making it compulsory for this fact to be made clear, and if it were 
not, then the results sho\vn by the holding company’s accounts would 
give a distorted view of the earnings of the combine for that year. 
There is nothing wrong in the declaration of dividends out of profits 
accumulated in the past, but dividends paid out of past profits of sub- 
sidiaries and received by a holding company represent,- in effect, the 
drawing upon reserves created in the past. 

I am strongly of opinion that in the case of all companies it is of the 
utmost importance that a bnorm al items taken to credit s hould be 
separ atel y stated in the Profit and Loss Account, as otherwise, if these 
items are material in amount, 'shsu'ehblders'^\ill obtain an incorrect 
view of the normal earnings of the undertaking for the particular year 
in question. The great importance of this factor was made abundantly 
clear in the Royal Mail Steam Packet case, with the Scilient features of 
which you are all no doubt acquainted. 

At the time that the shares in a subsidiary are acquired by the hold- 
ing company there may be in existence undistributed profits in the 
accounts of that subsidiary. If in a subsequent year the whole or part 
of such undistributed profits is distributed ..as dividend, then in the 
hands of the holding company such dividend represents capital, and 
not income. 

In arriving at the sum paid for the shares, the undistributed profits 
win have been taken into account and such undistributed profits will 
therefore be included in the purchase price. In these circiunstances, , 
on receipt of the dividend from the subsidiary by the holding company, 
the proportion (if any) representing profits wlfich were undistributed 'V_ , 
at the time of the acquistion of the shares should be deducted from the 
cost of the investment, thus reducing its value in the Balance Sheet. 

Inevitably in the case of combines there are inter-company transac- 
tions, and for example Cqmf)any A may sell goods or services to Com- 
pany B. If at the date of .the Balance Sheet Company B has part of 
these goods in, stock, they will be valued in the ordinary way at cost, \ ' 
if the market price has been maintained. This cost price -will include ' 
the profit on the sale charged by Company A. ' . 
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Companies A and B are separate legal entities and notwithstanding 
the legal position that A coiild sue B for the price charged, the fact 
remains that, from the point of view of the group as a whole, such a 
sale is a mere inter-company transaction ; therefore, unless and rmtil 
the goods in question are sold to customers outside the group, no true 
profit can be said to have arisen, 

A similar point arises if one company does work of a capital nature 
for another mthin the group, such as a sale of plant. The selling com* 
,pany may properly charge a price that included a reasonable profit 
and the purchasing company \vill capitalize this item at the invoice 
price. In the accounts of the holding company credit should not be 
taken for this profit which lies in the accounts of the supplying 
company, as this again merely represents in effect an internal or inter- 
company adjustment. 

A debatable point arises as to the set of accounts in which the ad- 
I justment for inter-company profits should be made. In my view, this 
provision should be made in the books of the holding company, as in 
, the case of subsidiaries the position may be complicated by xeason of 
I the existence of minority interests, 

I have endeavoured to describe to you the general situation as 
regards earnings and the principal points arising in connection there- 
with. The problem is as to how best to obtain a clear view, firstly of 
the earnings of the holding company itself and secondly of the earnings 
of the group as a whole. This is a complex and dif&cult question, the 
solution of which we are all earnestly trying to find. I shall refer in 
some detail to this matter later. j 

Turning now to the Balance Sheet position, here again we must 
remember that each company within tte group is a separate legal 
entity and each one, including the holding company, has to prepare 
its orvn Balance Sheet, and you will remember that these individual 
Balance Sheets only are of direct interest to the creditors of the re- 
spective companies, 

As regards the form of presentation of the Balance Sheets of the 
subsidiaries, here again there are no special points that I propose to 
deal with, but very important questions arise in connection with the 
Balance Sheet of the holding company. 

In addition to being a majority shareholder in the subsidiary com- 
panies, the holding company not infrequently acts as the banker for 
the group and provides the subsidiaries with any necessary finance 
in the form of loans and/or advances on current account. On the other 
hand, surplus funds of subsidiaries are often deposited with the hold- 
ing company. 

In this way a considerable proportion, in some cases practically 
the whole, of the capital of the holding company may be represented 
^ by investments in and advances to subsidiary companies. For example, 
if you refer to the legal Balance Sheet of the Dunlop Rubber Co. (pages 
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78 to 81) you wall observe that out of total assets of £22,200,000 
investments in and advances to subsidiary companies amount to 
£iz, 800.000 and associated companies £1,090,000. On the other side 
of the Balance Sheet you rvill see that the amounts owing to sub- 
sidiary and associated companies are £1,500,000 (page 80). 

In the case of a pure holding company, i.e. one that itself does not 
carry on any trading activities, it is common to find that practically 
the rvhole of the assets are represented by investments in and advances 
to subsidiary and associated companies. 

Under the Companies Act, all that a holding company is bound tc 
submit to its sliareholders is its legal Balance Sheet in which the aggre- 
gate of the investments in, the advances to and the advances from sub- 
sidiary companies, must be stated separately, in addition to which the 
basis of valuation of these investments which are regarded as fixed 
assets must be stated. 

Such a Balance Sheet gives no indication (a) as to the financial 
position of the combine as a whole ; (6) as to the financial position of 
the subsidiary companies as a group; (c) whether the investment in 
subsidiary companies is represented by, e.g. 99 per cent net tangible 
assets and i per cent good\viU or vice versa ; {d} what proportion of the 
assets of the subsidiary companies is represented by fixed and what 
proportion by current assets; (c) what are the liabilities of and (/) 
what are the reserves of the subsidiary companies. 

Without this information it is obviously impossible to form any idea 
as to the financial position of the combine as a whole. For example, 
it is possible for the Balance Sheet of the holding company to show a 
strong liquid position although many of the subsidiaries may be in a 
hopelessly insolvent condition. This has been the position revealed in 
the case of many of the spectacular failures in the past. 

Taken by itself, I think all ^vill agree that the legal Balance Sheet 
of a holding company. cannot.possibly give a clear view of the financial 
position of the group of companies as a whole. It is for this reason that 
there has developed an ever increasing demand for fuller and more 
detailed information. In this connection Lord Plender recently 
stated, "having regard to the extent to which business is carried on 
through the medium of subsidiary companies, in my opinion the time 
has come when the whole question of further and more adequate dis- 
closure should be reviewed.” With that opinion I think we are all in 
entire accord ; it rests therefore with those responsible for the adminis- 
tration of holding companies, in co-operation with accountants, to 
concentrate upon finding the solution of this difficult problem. 

Obviously, as is the case with every undertaking, in order to obtain 
a clear view of the financial position and progress of a holding company, 
it is necessary to see on the one hand the earnings and on the other hand 
the financial position of the whole group of companies. If this informa- 
tion is available, it is possible to judge whether the aggregate earnings 

6-tB 448) 
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represent a reasonable return upon the total capital invested in the 
group, and to follow the trend of this relationship from year to year. 
This, it seems to me, is the paramount factor and the crux of the whole 
problem, the solution of which, I suggest, lies in the direction firstly, 
ofihe preparatioruola consolidated statement of ear nings and se condly, 
„Df ja.consolidated statement _pf the as sets a nd habUiti^ either of the 
whole group of companies or of the subsidiary and sub-subsidiary 
companies as a group. In the latter case this statement will show 
exactly what is comprised in the items appearing in the holding com- 
pany's Balance Sheet, i.e. investments in and advances to- and from 
subsidiary companies. 

A further alternative, which in my opinion has much to recommend 
it, is to prepare a consolidated statement of assets and liabilities of the 
subsidiaries and also a consolidated statement embracing the Balance 
Sheets of the subsidiary and sub-subsidiary companies and the Balance 
Sheet of the holding company. In this way the ^ancial position can be 
.seen from three important viewpoints. Firstly, the position of the hold- 
.'ing company would be shown by its legal Balance Sheet, including the 
total investment in subsidiaries. Secondly, that which lies behind the 
investment in the subsidiaries would be revealed by the consolidated 
statement of the assets and liabilities of the subsidiaries. Thirdly» 
the consolidation of the latter statement ^vith the legal Balance Sheet 
of the holding company would reveal the overall financial position of the 
entire group of companies. 

In the case of all of these consolidated statements, both as regards 
earnings and assets and liabilities, it is important to appreciate that 
t]^y_§?^_^^Ii^tical stat ements only , prepared for the benefit of the 
shareholders of the holding company. These statements are built up 
from the Profit and Loss Accounts and Balance Sheets of all of the 
companies within the ^oup and they are not therefore the’ accounts of 
one business undertaking. 

In preparing these statements you must also bear in mind that 
adjustrnents have to be made in the case of all of these consolidated 
statements for the interest of outade shareholder. The holding com- 
pany is entitled to a proportion only of the aggregate earnings and of 
the surplus of assets over liabilities of the subsidiaries. That propor- 
tion is governed by the holding company’s share of the equity of the 
respective companies. 

of course, all items representing inter-company in- 

e tedness should cancel out. In those cases in which the financial 
j, ears o the parent and subsidiaries do not coincide an adjustment has, 
of course, to be made. 

illustrate a method of presentation of the accounts of 
a holding company international in character, and with a view to illus- 
tratmg the mam points we are considering, I shall now turn to the 1933 
accounts of my company. 
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In the first place I desire to make a few remarks upon the broad 
basis of the report and accounts. 

You will observe that the directors’ report is much fuller and more 
informative than is usual in this country. In the case of the profit 
figiures and also the Balance Sheet position, comparisions wth the 
figures for the previous year are given with explanations as to the 
principal variations. In this way the Board endeavours to read the 
accounts for the benefit of the shareholders, and to give a general report 
on the year’s operations. 

This procedure has a practical advantage, as it relieves the chair- 
man’s speech at the annual meeting of a considerable burden of detail 
figures and leaves him free to deal with the major matters and questions 
of general policy. 

You will all have seen many directors’ reports that contain merely 
a statement as to the profits available and the recommended appro- 
priations, together with the names of the directors due to retire by 
rotation and that they and the auditors ofier themselves for re-appoint- 
ment. It always seems to me that a board should have more than this 
to say in its annual report to the shareholders. There is no question 
to my mind but that the dire ctors^ report csm most helpfully be used to 
amplify Md clarify for th e benefit of the sh areholders the inforrnaSon 
contained in the accounts th emselves and the development of this 
practice is worthy of the consideration of the boards of public companies. 

Turning to the Balance Sheet (see pages 78 to 81) you will observe 
that the items are grouped and thats ub-totals-are given. This simple 
innovation greatly facilitates the reading of a Balance Sheet. For 
example the ratio , of cuu rei^ liabilities . io-cu rrent assets and other 
important ratios can be seen at a glance. If you set out the figures 
of the Balance Sheet before you in the old-fashioned way in two straight 
columns you will see how the picture is immediately blurred. The 
grouping in this way of items in a Balance Sheet seems to me to be so 
obviously helpful that I am surprised to see so many Balance Sheets 
still published in the old conventional manner. 

You will observe also that the figures for t hejo receding year are 
given, which enables the variations to be readily seen. In the accounts 
before you the figures for the preceding year do not appear on the con- 
solidated statement, as 1933 was the first year in respect of which these 
statements were published. The inclusion of the figures for the pre- 
ceding year is a practice that in my experience is much appreciated 
both by shareholders and the financial press, as it greatly facilitates 
the reading of the accounts. 

You will also have noticed that we show th e figures to t h e near esLA 
This is done merely TOth a view to making the statements easier to read. 
Some of you may have read recent correspondence in The Accountant 
adversely criticizing this practice. You will appreciate that the actual 
accounts on our files contain the shillings and pence and that it is 
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merely wlien printing these documents for publication that we are so 
bold and unorthodox as to delete the shillings and pence. 

Under the heading of current liabilities and provisions in the Balance 
Sheet and also in the Profit and Loss Account we include the proposed 
dividends and we also include all dividends in the accounts after deduc- 
tion of income tax, and not gross, as no doubt you have^all been taught 
to do. Both of these methods are unorthodox and contrary to all 
accountancy textbooks in this country except one, which is under my 
evil mfluence, and I would warn those of you who have examinations 
before you against preparing accormts in this way in the examination 
room. I must confess to have been the originator of these heretical 
ideas, but the "disease” has spread and to-day there are many public 
companies that adopt one or other or both of these ideas in the pre- 
paration of their accounts, with, I respectfully suggest, nothing but 
helpfulness to those to whom they are submitted. 

As regards the inclusion of proposed dividends, I fully appre- 
ciate the theoretical arguments against this practice, but accounts, I 
suggest, are prepared for a practical purpose and not to satisfy the 
minds of accountancy purists. Let us guard against becoming the 
slaves of theory ! 


If, as is the generally accepted practice, the proposed dividends are 
not included, then in effect we take two bites at our cherry. We present 
a Balance Sheet which shows a position that is immediately and funda- 
meirtally altered as soon as the dividends recommended by the board 
are declared. Those dividends have to be provided for out of the current 
^sets of the company ; if, therefore, these dividends are not included 
m the Balance Sheet the shareholders will "not obtain a clear view as 
o e eSect the proposed distribution will have upon the surplus of 
current assets over current liabilities. For example, if you will refer 
V Rubber Co.’s Balance Sheet (page 8o) you 'will see 

a the proposed dividends amount to over ;£6oo,ooo, which obviously 
has a considerable bearing upon the Hquid position. 

In my opmon, therefore, it greatly fadfitates the reading of the 
accosts if the proposed dividends are included, and this practice 
^PP^yedby the financial press, including The Accotin- 
hnf ViA procedure runs counter to accepted theory, 

t personaUy I am prepared to sacrifice theoretical principles upon the 
Sad ei^ediency. Accounts are prepared for laymeA to 

dornmPTif ^ ^7 °P™™ everything should be done to make these 
eS .S™’? ‘o.M'ieretmd as possible, and svith this 

! In this vdiling imHushingly to depart from accepted theory. 

cL^fisnittotT""*" O” Balance Sheet as being 

correct, m spite of these apparent theoretical transgressions 

befirvou S'" statements in the accounts 

before you mth a view to illustrating a form of presentation of the 
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accounts of a holding company which is in some directions a departure 
from general practice. 

Statement of Profits 
(See page 77) 

In my opinion, this statement represents the most interesting 
feature of these accounts and answers some of the most vexed questions 
that arise in connection with the accounts of holding companies. 

You ^vill observe that Hem I represents the aggregate profits for 
the year of the parent company, including its proportion of the profits, 
less losses, of aU subsidiary and sub-subsidiary companies, but before 
providing for payments in respect of guaranteed preference dividends. 

This figure therefore represents the normal earnings of the whole 
group of companies for the year, after adjustment for minority inter- 
ests. The total profits thus sho^vn can therefore be related to the total 
capital employed in the whole combine as shown by the consolidated 
statement of assets and liabilities (pages 84 and 85)' and thus on the 
one hand the earnings can be judged and on the other hand the reason- 
ableness or otherwise of the figures at which the combined assets 
stand. 

Item II is, I think, of special interest. You will observe that it 
represents the main company’s proportion of items which do not 
represent normal earnings attributable to the current year. In a large 
group of companies there are from time to time inevitably “windfalls,” " 
but under this form of presentation such items are clearly separated 
from the normal earnings. Further, if subsidiary companies were to 
declare dividends out of past profits, such dividends would come imder 
this heading as representing abnormal items. In this way, therefore, 
if past reserves are drawn upon or credit is taken for any other abnormal 
items, this fact and the aggregate amount involved is clearly stated. 

You \vill observe that the statement then gives particulars {Item IV 
(a)-((i)) of the amounts deducted from the earnings of subsidiary and 
sub-subsidiary companies in respect of British and foreign taxation 
and guaranteed preference dividends. 

■ Item IV (e) is another item of special interest, as it shows the total 
amount of the profits of subsidiaries held back during the year by those 
companies by way of special appropriations and imdistributed profits 
held in reserve. If, therefore, undistributed profits were accmnulated 
in the hands of subsidiaries this fact and the aggregate amount involved 
axe clearly stated. 

Hem V represents the balance of profits available to the parent 
company and agrees with its Profit and Loss Account (pages 82 and 
83). The remainder of this statement does not, I think, call for special 
comment. 

This statement, I think you rsill agree, is a very simple one, but it 
does, I suggest, give a clear view of the aggregate earnings ’of the 
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combine as a whole and of the holding company itself. Further, it 
clearly separates normal and abnormal earnings and shows the amount 
of undistributed profits of subsidiaries and special appropriations that 
are being retained by those companies. You null observe also that this 
statement embraces sub-subsidiary companies to which, by a curious 
omission, the Companies Act does not refer, and although 4 he law 
apparently takes no cognizance of grandchildren from grandfather’s 
point of view, anything in the nature of a portrait of the famil}’’ 
group cannot reasonably exclude these not infrequently numerous 
descendants. 

Profit and Loss Account 
(See pages 82 and 83) 

There are no special features in connection with the Profit and Loss 
Account of the holding company itself, except that here agam abnormal 
items are shown separately and as I have already stated the proposed 
dividends are included. 

Upon reflection I hope you will come to the conclusion that this form 
of presentation of the earnings in the two statements we have considered 
does answer the various points of difficulty in connection with holding 
companies that I have already described. In any event, it does repre- 
sent an honest attempt to solve those problems. 


Balance Sheet of the Holding Company 
(See pages 78 to 81) 

As regards the Balance Sheet of the holding company itself, I have 
already dealt with the main features, but there are just tw'o points 
to which I should like to refer. 

Amongat the reserves {Item II {d}) you will observe an item “re- 
serves for inter-company profits in inventory valuations of subsidiary 
companies/ As we have seen, in the case of a holding company, it 
ig y esirablc to make adjustment for inter-company profits of 
tins nature but I have never before seen the item separately and dis- 
inctly stated. I suggest that there is an advantage in doing this, 
as it makes It clear that these adjustments have in fact been made, 
i.. ?! ^ 1 ^"! note that the reser\'e for contingencies {Hem II (c)) 

for nn f ^ uncommon in published Balance Slieets 
I amnf Character to be merged with sundry creditors, but 

in a cater'nnH possible exception of banks, which are 

t> U y hemselves, all items of this nature should be disclosed. 

Consolidated Sta^ment of Assets and Liabilities 
(See pages 84 and 85) 

to - "'^'/'^"larks under this heading I should like 

ot expressing the opinion that the term 

rSuT ulr frequently used, is a mis- 

t.om* r. I here can. in my view, strictly speaking, be no such thing. 
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The term “Balance Sheet " implies a picture of the financial position 
of a company — a firm, an individual, a 7 i institution — ^in other words 
a self-contained unit or entity — and the moment you travel beyond 
the limits of that unit and seek to conglomer^ a series of such pictures 
the result, if you think it out, can never be a Balance Sheet, but is 
nothing more than a consolidated statement of assets and liabilities, 
which you will observe is the title under which we have presented 
the pictrue of our family group. 

The first feature to which I would direct your attention is the indica- 
tion which is clearly given at the head of the statement as to the exact 
point at which consolidation has been effected, i.e. that the statement 
embraces all subsidiary and sub-subsidiary companies in which over 
50 per cent of the ordinary shares or stock or over 50 per cent of the 
voting control is held within the group. 

The exact point of consolidation is an interesting and debatable 
question. Some holding companies take the view that a 75 per cent 
holding should be the determining point, presumably on the ground 
that such a majority is necessary in order to gain effective control, 
having regard to the voting majority requisite for the passing of a 
special resolution. 

I do not propose to discuss this question, but merely wish to point 
out that I have never before seen a statement which indicates speci- 
fically the precise point at which consolidation has been adopted. 

This statement, which shows the financial position of the group 
of companies as a whole, follows substantially, so far as arrangement 
and grouping of items is concerned, the same lines as the legal Balance 
Sheet. 

The object of this statement is to reveal what lies behind that large, 
“umbrella'' which the legal Balance Sheet shows "father" holding 
in his hand in the shape of investments in and advances to and from 
subsidiary companies and, read in conjunction mth the statement of 
profits which reveals the aggregate earnings of the group as a whole, 
presents, I. submit, a complete picture. Thus shareholders are enabled 
to obtain a reasonably clear view, both of the earnings and of the finan-_ 
cial position of the group of conipanies in which, through their shares 
in the parent company, they are interested as investors. 

This statement is, of course, made up from the Balance Sheets 
of all the companies within the group, in accordance with the definition 
at the head of the statement to which I have already referred. 

The interest of outside shareholders, you wiU see, is separately 
stated on the left-hand side {Item III). In arriving at this figure 
there has been taken into account the outside shareholders’ proportion 
of general reserves and undistributed profits or losses. 

On the other side of the Balance Sheet the item goodwill accounts 
{Item IT) may puzzle some of you. Upon consolidation there may, 
of course, be items of goodwill in some of the various Balance Sheets* 
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In addition, when purchasing shares in subsidiary companies the 
holdiag company may have paid more or less than the par value for 
the shares, and in consequence adjustments in respect of these differ- 
ences become necessary. 

For example, suppose a case where a holding company purchased 
for a sum of £200,000 the whole of the issued share capital of anotter 
company consisting of 150,000 shares of £i each. It happens that the 
Balance Sheet of the latter company discloses the follo\Ying position- 


share Capital . . . 150,000 . L 

Creditors .... 130,000 Tangible Assets 
Profit and Loss Account . 20,000 


jf 30 o,ooo 


£ 

10,000 

290,000 


jf 300 ,ooo 


Assume further that the purchase was effected on the day on which 
the holding company closed its accounts and that the newly acquired 
subsidiary is therefore coming into the consolidated statement we have 
to prepare. 

In the first place there is the asset of £ 200,000 (the cost of the shares) 
appealing in the legal Balance Sheet of the holding company which is 
expunged from the consolidated statement in order that its place may 
be taken in the latter document by that which the investment repre- 
sents, namely the assets less the liabilities of the subsidiary company. 

There therefore comes into the consolidated statement the various 
tangible assets of the subsidiary which will be grouped under their 
appropriate headings — " 


Totalling ............ 290.000 

There -will also come in under the heading of goodwill the 
amount at which that asset stands in the subsidiary Balance 
Sheet, viz. ......... xo,ooo 

We must now. however, face the fact that we had to pay a 
premium for these shares which is not represented by any 
specific asset in the subsidiary’s accounts .... 50,000 


Thus we get for our consolidated statement a goodwill figure of 60,000 
Although, however, we paid this premium for the shares, there 
were undistributed profits in the subsidiary which we can 
abstract by way of dividend at once if we will, so that these 
profits should properly be deducted .... 20,000 


Leaving as the effective price we have paid for the goodwill of 
the subsidiary ........ 

'The total we have accounted for on the assets side of the con- 
solidated statement is thus ...... 

After inserting on the liabilities side of the statement the sub- 
sidiary company’s creditors amounting to , . , 


40,000 

330.000 

130.000 


There is left a difference of ...... ^200,000 

There is left a difference of £200,000 which, you will observe, is 
exactly equal to the cost of the investment appearing in the legal 
Balance Sheet. 
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In the case of a large 'international holding company the form of 
j)resentation of the accounts is a complex problem. It has first to be 
decided “exactly what “information should be given and then how it 
can best be presented. Our aim, I suggest, should be to give the 
shareholders all the information that they may reasonably expect in as 
clear and simple a form as is possible. 

The argument is commonly put forward that it may be very hurtful 
fo a holding company to publish consolidated statements of earnings 
and of assets and liabilities, on the ground that this information may be 
used by competitors to the detriment of the combine. 

I find great difi&culty in accepting this argument ; in fact, upon the 
lines I have described, I cannot imagine how the information disclosed 
can be utilized by competitors to the detriment of a holding company. 

I have been told that such disclosures may be harmless in good 
times, but that a holding company would regret such disclosure when 
bad times came. I do not agree. The directors of a company cannot 
always prevent a fall in profits or even losses. If in such circumstances 
the earnings of the combine suffer, surely the shareholders are 
entitled to see the real effect of the adverse trading conditions upon the 
company. Experience clearly shows that directors have got into 
serious difficulties only when they framed their accounts so as to 
withhold from the shareholders a true view of the position of affairs. 

I venture the opinion that no holding company that has issued 
consohdated statements would testify that the company had suffered 
thereby in any way. Experience, I suggest, is all the other way, in 
that the pubhcation of informative accounts tends to breed that con- 
fidence of shareholders and of the public generally which is of real 
commercial value to any undertaking. 

The presentation of accormts with the obvious intention of wth- 
holding information is frequently the forerunner of rumour and ill- 
founded conjecture, which competitors may exploit to the detriment 
of a company. 

My own view is that, both from the ethical and the commercial 
standpoint, fuU and informative accounts are, in the long run, the only 
wse policy. 

There is no question that in the case of holding companies there 
has developed a strong public demand calling for more informative 
accounts, and to illustrate the public response to the issuing of consoli- 
dated statements, may I read you three extracts from the Press refer- 
ring to the accounts 5'ou have before you to-night. 

\The three extracts referred to are given on page 86]. 
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DUNLOP RUBBER COMPANY, LTD. 


Directors : 

Chairman : The Rt. Honble. Sir ERIC GEDDES, G.C.B., G.B.E., K.C.B. 
Managing Director : Sir J. GEORGE BEHARRELL, D.S.O. 


CLIVE L. BAILLIEU, C.M.G 
The Rt. Honble. LORD COLWYN, P.C. 
Sir ALEXANDER GIBB, G.B.E.. C.B. 


Sir S. HARDMAN LEVER, Bart., K.C.B. 
C. A. PROCTOR. 

F. ALEXANDER SZARVASY. 


Secretary: CHARLES TENNYSON, C.M.G 
DIRECTORS’ REPORT 

The Directors submit the Balance Sheet as at 31st December, 1933, 
''^th the Profit and Loss Account tor the year 1933. 

The Board, in presenting the Accounts of the Dunlop Rubber Company 
Md its Subsidiaries in a new and improved form, desires to give fuller 
mmrmati(m to the shareholders, and it is believed that in addition to the 
Balance Sheet, etc., the Consolidated Sta tement of Assets an d 
L^APmties . a nd the Consolida ted Statemp.nt' 7 »?~T 7 flm-i'npg hprpiyjfli gnhmitfRd 
will be appreciated. ” 

. U'lring ^ 933 i fading conditions in this country showed a marked 
improvement, particularly in the case of the Motor and Cycle industries, 
^ ™any Muntries abroad conditions continue to be veiy unsettled and 
circumstances, the Board considers the results achieved 
by tte Company d^g the past year to be highly satisfactory. 

TOQo ^ profit for the year of £1,512,866 compares with £860,077 for 

1932, representmg an mcrease of £652,789. 

Trading Results. 

Statciumt On page 83 it will be seen that the total available 
protits for appropriation amount to £1,955,073 9s. 5d. 

The Directors appropriations and recommendations are as follows— 

Transfer to Taxation Reserve 
Transfer to General Reserve 

^yment of Dividends on the "A," 
to ^«^®rence Shares for the half-year 

A absorS^g Income Tax at 4s. 6d. Jthe 

payable on the 26th May, absorbing . ^ ^ i 

Balance carried forward to next account 


£ 

403.956 

200,000 

140,625 


145,312 10 O 


486,764 26 
578,414 17 


■n • - ^^’955.073 9 

£ 203 ,S^aS®tSm’S,S\r. 1 f'^ ^ exchange was reaUzed c 

Cotton Mills Ltd and Dividends in respect of Dunlo 

met out of the profit of Ltd., have bee 

Ltd., £41,618 hK?n urSd^°^^f • Lunlop Pldutations 

balance of £70,882 has^eea bomp ^ofits of that Company, and th 

the terms of ts ^ Comply unde 

amount and the profite. Thi 

«e similar payments m previous years are repayable to thi 
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Company out of any future profits of Dunlop Plantations, Ltd., but no 
credit for any such repayments has been taken in these accounts. 

The Dunlop Rubber Company (India), Ltd., has repaid out of the profits 
of 1933, 16,966 on account of Preference Dividends paid by this Company 
in previous years. This amount has been credited to this Company’s ProSt 
and Loss Account for 1933. 

In accordance with established practice, provision has been made in the 
accounts of this Company for its proportion of losses incurred during 1933 
by any Subsidiary and Associated Companies that have incurred losses and 
the profits of Subsidiary Companies have been included in this Company’s 
-profits to the extent of dividends declared in respect of the year 1933. 

BALANCE SHEET (pages 78 to 81). 

The idhowing statement shows in comparative form for 1932 and 1933 
the Assets of the Company— 

1932 1933 Decrease 


Fixed Assets 4,469.356 4,244,610 224,746 

Investments and Advances . . . 13,522,712 13,014,396 508,316 

Current Assets 7,263,986 4,954,143 2,3og,843 

22,213,149 3,042,905 

Fixed Assets. — ^Adequate provision has been made for depreciation, and 
all Fixed Assets have been thoroughly maintained. In the case of plants 
that have been closed down under the scheme of reorganization, ample 
provision has been made for possible losses upon realization. 

Investments and Advances.— During 1933 the Company acquired a 
holding of Ordinary Shares in the India Tyre ^d Rubber Company, Ltd,, ' 
and advances have been made to certain Subsidiaries. On the other hand, 
under the scheme of reorganization certain Subsidiary Companies have been 
closed down or reconstructed, and two foreign Companies made substantial 
payments to this Company in reduction of their Loan Accounts. The net 
effect of these transactions is a decrease of £508,316 in Investments and 
Advances. 

Current Assets. — ^The Redemption of Debentures and Mortgage is 
naturally reflected in a decrease of Current Assets, but although these 
redemptions during" 1933 amounted to £3,461,306, the Current Assets have 
decreased by only £2,309,843, and the Liquid Assets, i.e. Bills Receivable, 
Government and other Securities, Accrued Interest and Bank Balances, 
amounted at the 31st December last to £2,215,168. 

The Redemption and Conversion of Debentures and Repayment of 
Mortgage will result in an annual saving of £227,700, compared mth 1932. 

The Capital and Liabilities are as follows — 

■increase 



1932 

1933 

Decrease 

Share Capital 

Surplus and Reserves .... 

£ 

12,251,045 

4,226,902 

1 

12,251,045 

4.346,887 

£ 

119,985 

Debentures and Mortgage 

Amounts owing to Subsidiary and Asso- 
ciated Companies . _ . 

Current Liabilities and Provisions 

;fl 6 , 477.947 

5,802,277 

1,652,247 

1.323.583 

16.597,932 

2.340,971 

1,513,659 

1,760,587 

119,985 

3,461,306 

13S.5SS 

437,004 
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Surplus and Reserves. — ^The premium on the redemption of the ist 
Debenture Stock and the costs of the new issue amounted to {,2^2, xyj, and 
the Board has decided to write this amount off against the General Reserve. 
The Board has also decided to transfer to the General Reserve ^^200,000 out 
of available profits. 

In the past a Reserve for Obsolescence was deducted from the item 
Shares in Subsicharies. After ^v^iting off against this Reserve losses arising 
in connection with Subsidiary Companies closed down, the Directors have 
transferred the balance remaining to a Reserve for Contingencies, and to 
this Reserve there has been added, as stated above, the realized profits 
on exchange of £203,766. The Reserves for Contingencies now amoimt to 
£643,260, compared with £ 539 i 376 , as stated by the Chairman in his speech 
last year. 

Throughout the organization the inventories have been conservatively 
valued as in preceding years. The Company has pursued its established 
policy of only purchasing raw materials for its normal requirements. The 
mventories held, and contracted for at the 31st December, iq33i were 
purchased at favourable prices. ' 

n ^ j ^ Compames, a very ample provision has been made for 
baa md doubtful debts, and every known loss at home and abroad has been 
proviaed for m the accounts. 

The Director due to retire by rotation is Mr. C. L. Baillieu, and he offers 
mmself for re-election. 


^e Au(fftore, Messrs. Stokes Bros, and Pim, and Messrs. Whinney, 
a^ohitoent^^^^’ eligible, offer themselves for re- 


By Order of the Board, 


ERIC GEDDES, Chairman. 

J. GEORGE BEHARRELL, Managing Director. 
C. TENNYSON, Secretary. 


Sfh May, 1934. 
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STATEMENT OF PROFITS for the year 1933 

I 


I. THE AGGREGATE PROFITS OF THE DUNLOP RUB- 
BER CO,, LTD., for the year 1933, including its 
proportion of the profits less losses of all Subsidiary 
and Sub-subsidiaxy Companies after providing for 
Depreciation, etc., but before providing for guaran- 
teed Preference Dividends of Subsidiary Companies 
amount to ...... . 

£ 

£ 

2.255.973 

n. IN ADDITION, the Dunlop Rubber Company’s pro- 
portion of various items which do not represent 
normal earnings attributable to the current year, 
amounts to ...... • 


90.671 

III. AGGREGATE TOTAL 


2.346,644 

IV. FROM THE RESULTS OF SUBSIDIARY AND SUB- 
SUBSIDIARY COMPANIES INCLUDED ABOVE 
THERE HAS BEEN DEDUCTED— 



(a) The Dunlop Rubber Company’s proportion of 
British and Foreign Taxation paid by or pro- 
vided in the accounts of such companies 

229,440 


(b) The payment on account of the Guaranteed Pre- 
ference Dividend of Dunlop Plantations, Ltd., 
for the year to 30th November, 1933, made by 
that Company 

41,618 


(c) The whole of the Guaranteed Preference Dividend 
- of Dunlop Cotton Mills, Ltd., for the year to 

31st January, 1934, paid by that Company 

109,687 


(<i) The whole of the Guaranteed Preference Dividend 
of Dunlop Rubber Co. (India), Ltd., for the 
year to 31st December, 1933, paid by that 
Company 

13.354 


(e) 'The Dunlop. Rubber Company’s proportion of 
special appropriations and undistributed profits 
of the year held in reserve .... 

83,421 

477.720 

V. BALANCE AVAILABLE TO THE DUNLOP RUBBER 
CO., LTD., as per that Company’s Profit and Loss 
Account (pages 82 & 83) 


1,868,924 

VI. DEDUCT : (a) Guaranteed Preference Dividends of Sub- 
sidiary Companies home by the Dunlop 
Rubber Co,, Ltd. — 



Balance in respect of Dunlop Plantations, 
Ltd 

70.882 


(6) Interest on Debentures and Loans 

\ 

285.176 

356.058 

Vll. LEAVING THE NET PROFIT AS PER THE DUNLOP 
RUBBER COMPANY’S PROFIT AND LOSS AC- 
COUNT (pages 82 & 83) 


1,512,866 

Vin. Add Balance bionght forward from last year 


442,208 

IX. TOTAL AVAILABLE 


/r, 955.074 
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DUNLOP RUBBER 
BALANCE SHEET AS AT 

1032 Autharhei 

r Shares Sr Sloch Shares & Stoch 

« I. SHARE CAPITAL— £ £ ^ 

1,000,000 6i% "A” Cum. Pref. 

Shares of £1 each . . 1,000,000 1,000,000 

1.000. 000 7% "B" Cum. Pref. 

Shares of £t each . . 1,000,000 1,000,000 

3.000. 000 10% "C'' Cum. Pref, 

Shares of i6/- each . . 2,400,000 2,400,000 

;Ji5,6oo,ooo Ordinary Stock . . 15,600,000 7,851,045 

12,351,04s 12,251,045 

;g20,000,000 

II. SURPLUS AND RESERVES— 

, (a) General Resen'e (including balance of 

Share Premium Account) 

, , Balance at 31st December, 1932 . . 1,216,980 

, " Less Premium and Compensations on 

■■ , ' redemption of 1st Debenture Stock 



. and Costs of new issue . 

Add Transfer from Profit and Loss 

292,137 

924.843 


\ 

x,2z6,gSo 

Account (page 82) . . . . 

( 4 ) Special Resen'e — ^against investments 
in and advances to Subsidiary Com- 

200,000 

1,124,843 


2,000,000 

parties 

2,000,000 

- 

539,376 

[c] Reserves for Contingencies . 

(<f) Reserve for Inter-Company Profits in 
Inventory Valuations of Subsidiary 

643,260 


28,358 

r 

Companies 

(e) Surplus, i.e. Profit and I-oss Account Ba- 
lance after providing for proposed divi- 
dends as per Profit and Loss Account 

369 


442,208 

4,226,902 

26.477.947 

(pages 82 & 83) . . . 

578,415 

4,34^.887 

16,597,932 




III. DEBENTURES AND MORTGAGES 
secured upon assets of the Com- 
pany — 

-(o) First mrtgage si% Deben 
ture Stock 
Less Redeemed and cancelled 
to date 


J.^W.apo 


140.000 

5.S02.377 

33.2S0,124 


(i) Second Mortgage 6% Deben 
tures • . . , 

Less Redeemed and cancelled 
to date 

(<^) 4% Debenture Stock (Author- 
ized ^£3.500,000) 

Less uncalled 

(d) Mortgage 

Less Redeemed to date. 


£5,000,000 

4,715.250 


2,620,200 

563.979 


284.7 


2,000,000 

2,000,000 


140.000 

140.000 


2,056, ^ 


Corrifd form 


2 , 340 . 97 » 

18,938,903 
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COMPANY, LIMITED 
31st December, 1933 

jpja 

i 

I, FIXED ASSETS at Cost, less Realizations 


and Depreciation — £ 

i,g48,o6j {a) Freehold Land and Buildings . . 1,884,801 

414,843 ipi Leasehold Premises .... 401,043 

z,sgs,asa (ej Plant, Machinery, Tools, and Moulds . 1,164,050 

X5X,68x (d) Furniture, Fittings, and Fixtures . . 145,187 

8 , 97 P (*) Cars and Delivery Vans . . . 8,965 


{/) Patents, Trade JIarks, Licences, and 
Royalty Agreements as valued by the 
Directors at 31st December, 1926, plus 
640,564 additions at cost, less amounts Witten ofi 640,564 


4A69.356 


i 


4,244,610 


11 . INVESTMENTS AND ADVANCES at Cost," 
less amounts rvritten ofi and Reserves 


4,960,847 

19^,593 

7,159, X16 

950,626 

179,365 


73,823 

3.083 

19,261 


Subsidiary Companies: 

(d) Shares 4,932,478 

(i) Debentures ...... 196,593 

(e) Advances and Current Accounts (includ- 

ing dividends since declared) . . 6,686,425 

(Ifl respect oi this amovmt an ailocalion of £11,000,000 - 

to Special Reserve was made in 1931, as ptr conira) 11,815,496 

Associated Companies: 

(d) Shares 977.087 

(e) Advances and Current Accounts (includ- 

ing dividends since declared) . , 114,225 

Sundry Investments ; 

(/) In hands of Trustees for Debenture Holders : 

British Government Securities at 

Cost 73,823 

(Market Value at 31st December, 1933. £60,203) 

Cash 15.44* 

89,265 

(g) Trade Investments .... 18,323 


^3,522,712 


13.014.396 


X7,9P2,o68 


Carried forward I7.*59,oo6 
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A. 



1932 

£ 


£ £ 


22,280,224 


Brought forward 18,938,903 


IV. AMOUNTS OWING TO SUB- 
SIDIARY AND ASSOCIATED COM- 
PANIES— 

(L«s Dividends since dedaied) 

(a) Subsidiary Companies .... 1,473,543 
Less Company's own Deben- 
ture Stock included therein. . . 11,028 


1,601,423 

50,824 (6) Associated Companies 

1,652,247 


1,462.515 

51.144 


1,513.659 


477.427 

140,625 

235.531 

470,000 

1.323.5S3 


V. CURRENT LIABILITIES AND PROVISIONS— 

(a) Sundry Creditors, including accrued De- 
^ benture and Mortgage interest . . 545,010 

“■ (6) Proposed Dividends — 

Preference Dividends for half-year to 
31st December, 1933, less Income 

Tax 145.312 

Ordinary Dividend for the year to 3rst 
^ December, 1933, less Income Tax . 486,765 

(c) Taxation Reserve. .... 583,500 


1,760,587 


£25.256.054 


/22,2I3,I49 


Do^op Rubber Company, Dlmitcd. 

report as follows— Section 13^, snb-scciion i, of the Companies Act, 1939, we 

lncorpot^dthe°RetmMfrTO^temSS'«mM w t" *'‘1 1“ -wliicb have been 

obtained all the Inlonnabon **'' Branch Officials and we have 

properly drawn op so as to eihibU rttjul^. In our opinion such Balance Sheet Is 

to die lisl of ourb^atoSd the the sUte of the*^ Company's aHaira according 

and the said Returns.— Loud™, Apni” 9^ to tis and as shown by the boo’ss of the Company 
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1932 

£ 

- 

i £ 

17,992,068 

in. 

Brought forward • 17,259,006 

CURRENT ASSETS— 

(fl) Inventories of finished and unfinished 
goods, raw materials, and stores, etc., 
at or below cost as certified by tlie 

J.SX 7,322 

Company's Officials .... 

1,868,590 

S34.944 

(6) Sundry Debtors, less Reserves 

817.77s 

22,400 

(c) iLcasehoId Redemption Policy 

26,133 

55.214 

(d) Bills Receivable ..... 

85.639 ; 

977.332 

(«) British Government Securities at Cost 

(Market V.ilue at 31st Dccmbtr, 1933, DiSSf) 

7,603 • 

281, 6gi 

(/) Other Securities . . 

19,097 

IX, 06 1 

3,245.225 

(g) Accrued Interest 

(h) Bank Balances, Deposits, Cash in hand 

and in Transit ..... 

5.597 

2,097.23* 

xB.m 

7,s63,g86 

(t) Deferred Charges ..... 

26.477 

4 , 954.243 


1^5.256,054 


NOTE,— The Company has guaranteed the Preference Shares 
of Dunlop Cotton Mills Ltd., Dunlop Plantations, 
.Ltd., and DuzU<m Rubber Co. (India) Ltd., as 
^ regards ^pltal, Prendum and Dividends, and is 
/ alw cjontingcntly Uabie in respect of the guarantee 
of Bank adi^ces to certain Subsidiary Companies, 


^^ 22 , 213, 149 


STOKES BROS. & PtM, \ , 

WHINNEY, SMITH & WHINNEY,/ ^udilors. 
CJmrimd Accountants, 


ERIC GEODES.' Chairman, 

J. GEORGE BEHARRELL, Manacinc Vtredor, 
C. TENNYSON, Secretary, 


I 
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Dr. 


DUNLOP RUBBER 
PROFIT AND LOSS ACCOUNT 


1932 

~ 

361.304 

1 . 

To Depreciation, etc. . . . , 



£ 

355.932 

200,000 

n. 

„ Obsolescence Reserve 

• 

- 

— 

8,000 

in. 

„ Directors' Fees .... 

- 


8,000 

1 . 353.064 

IV. 

„ Balance carried down 


. 

1,868,924 


x,922.36S £12,232,856 


V. To Goaranteed Preference Dividencs: 

106,884 (a) Part in respect of Dunlop Plantations. 

Ltd 70,882 

13,500 (6) The whole in respect of Dunlop Rubber 

Co. (India). Ltd. ... — 

120,384 

372,603 VI, „ Interest on Debentures and I/3ans 


70,882 

285,176 


860,077 VII. „ Net Profit carried down 


1,512.866 


1,353,064 


;£i ,868,924 


^9^,947 VIIL To Transfer to Taxation Reserve 
Transfer to General Reserv'e 
Preferenxe Dividends: 


— IX. 

X. 

140,625 

140,625 

XI. 

235,531 

442,208 XII. 


(а) Half-year to 3otii June, 1933 (alreadv 

paid), Uss Income Tax at 5/- in the ^140,625 

(б) Proposed for the half-year to 31st De- 

cember, 1933. less Income Tax at 4/6 
in the £ . . . _ 145,312 

., Ordinary Dividend; 

Proposed for the year to 31st December. 1933, 
Uss Income Tax at 4/6 in the £ . . . 

„ Balance carried fonvard as per Balance Sheet . 


403 . 957 ’ 

200,000 


285,937 

486,765 

578-415 
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COMPANY, LIMITED 

for the year ended 31st December, 1933 Cr. 


rpjs 


I. By Profit on Trading, Interest, Dividends on Inyest- 
' ments, including those received from or since 

declared by Subsidiary and Associated Com- 
z, 933,368 panics, and Miscellaneous Receipts • • • 2,215.890 


n. „ Repayment by Dunlop Rubber Co. (India), Ltd., 
on account of Guaranteed Preference Dividends 
paid by the Dunlop Rubber Co., Ltd., in previous 
years 16,966 


1,933,368 ; f 2 , 232,856 


1,333,064 III. By Balance brought down 1,868,924 


z.3 53.064 


;gi>868^924 


560,077 IV. By Net Profit brought down . 

39T,8S9 if Balance brought forward from' 1932 . 


1,512.866 

442,208 


NOTE. — 'The Profits of Subsidiary Compames are includc<i in the 
profits of this Company to the extent of the dividends 
declared m respect of thenar 1933. 

In the case of those Subsidiaiy Companies tvhich have 
sustained losses this Company^ proportion thereof has 
been provided for out of the profits as above set forth 
with the exception of certain losses of a capital nature ‘ 
which have been charged against the Reserve for Contin* 
gencles. In the accounts of the Subsidiary Companies 
these losses have been cither carried forward or provided / 
for out of undistributed profits of those Comparues. 


ERIC GEDDES ) 

J. GEORGE BEHARRELL I 


.35^.936 
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CONSOLIDATED STATEMENT OF ASSETS 
DUNLOP RUBBER COMPAm 

Incorporating the figures of the audited Balance Sheets {after eliminaiion of 
Companies in which the Dunlop Rubber Company Limited and any of tis Subsidiaries ma 


I. ISSUED SHARE CAPITAL OF THE DUNLOP RUBBER £ 
COMPANY, LIFTED— 

1,000,000 6J% “A” Cumulative Preference Shares 
• of £i each fuUy paid ..... 1,000,000 

1.000. 000 7% "B” Cumulative Iheference Shares 

of £i each fully paid ..... 1,000,000 

3.000. 000 10% "C" Cumulative Preference Shares 

of 16/- each fully paid ..... 2,400,000 

£7,851,045 6/8 Ordinary Stock . . . . ^ 7,851.045 


II. SURPLUS AND RESERVES— 

(a) General Reserves ...... 1,309,668 

^b) Special Reserve in the accounts of the Dunlop ^ 

Rubber Company, limited, in resp^ of 
Subsidiary Companies . . .' . 2,000,000 

(c) Reserves for Contingencies .... 643,260 

(d) Surplus, i.e. Profit and Loss Account Credit 

Balances 661,943 


i . 


12,251,045 


4,614.871 


III. INTEREST OF OUTSIDE SHAREHOLDERS— 

Preference and Ordinary Share Capital of Sub- 
dfiiarits held by On&de Shardiolders, after 
taking into account their proportion of Gen- 
I eral Reserves and UndisWbnted Profits or 
Ijosses attributable thereto 


16,865,916 


6,153.49® 


IV. DEBENTURES. MORTGAGES, AND LOANS— 

(o) Dunlop Rubber Company limited, . 

Debenture Stock . . . 2,340,971 

Less: Held by Subsidiary Com- 
pany .... 11,028 

2,329.943 


(6) I.oans 785.941 

(c) Mortgages 10,000 


V, CURRENT LIABILITIES AND PROVISIONS— 

fo) Sundry Creditors and Accrued Charges . . 1,647,382 

fb) Amounts owing to Associated Companies . 51,144 

(c) Taxation Reserves ..... 864.439 

Proposed Dividends — 

Dunlop Rubber Company limited, Dirddends 632,077 

Dividends of Subsidiari^ to Outside Share- 
holders ...... 74,632 


VI. SUSPENSE ACCOUNT for transactions rvitli Subsidiarj' 
Companies bstsveen the dates of their Balance 
Sicets and 3rst December, 1933 


3,125,884 


3,269,674 


1,284 


VII. EXCHANGE SUSPENSE ACCOUNTS, BEING AMOUNTS 
reserved for unrealized EXCHANGE 
DIFFERENCES .... . 4.371 


/29, 420,625 


Sucrwit et Wl* aiil UaWSUrt with tbt liiUaos 

bi7*<n4 r 
miotic 

_ 

5^ ^ tr ^ , w e> 10 «hjui , tfcf tcA «atwt t Stw cj tis tsmMUiiUd yx-txsa o! t!« 

CcEL-^sifS s! j:U tlKwsbrt. tjjj.— Lea Atril. 59^4. 
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The Economist. "The report of the Dunlop Rubber Co. for 1933 
places the company in the forefront of British concerns as regar ^ 0 

publication of clear, detailed and comprehensive accounts, tne 
document embodies nearly all that The Economist and other cntics 
of obscurantism have advocated, in season and out of season, for years 
past, and gives the He to the famUiar assertion that a large holding 
company cannot afford to go beyond the mea^e disclosure laid 
down by law, for fear of giving away valuable information to its 
competitors.” 

The Accountant. "It is almost impossible to find sufficient praise 
with which to acclaim the new standard in company accounting se 
up by the 1933 accounts of the Dunlop Rubber Co> Ltd. Our es 
commendation is really their appearance in this week’s issue of i/je 
Accountant, so that the accountancy profession itself may see the mgn 
level of informativeness that is possible in company accounts, P^-^icu- 
larly in the case of holding companies, if the deteimination of t e 
management and officials is directed towards that end. These accounts 
answer all that the present-day criticism regarding the obscurity that 
is possible in the earnings and assets of subsidiary companies when 
accounts are presented in the manner allowed by law. ^ Especially o 
they cover those points such as the holding up of profits in the accounts 
of subsidiaries and the accumulation of secret reserves and the subse- 
quent declaration of dividends by subsidiaries wholly or partly out of 


profits of previous years.” 

The-Daily Telegraph. "The 1933 accounts of the Dunlop Rubber 

Co. will be a joy toils oivn shareholders and the envy of all others. . • • 

Detailed Balance Sheets, classification according to liquidity, compara- 
tive figures, and even ‘consoHdated’ statements are now, happily. 
famUiar features of many accounts, though in all these improvements 
Dunlop has led the way. But no other company has yet had the courage 
so' far to break wth tradition as to give what may be called a con- 
solidated' Profit and Loss Account, revealing the precise treatment of 
all subsidiary earnings and segregating all special credits ; or to state 
plainly that all reserves are now disclosed. All these details now appear, 
and in the most unambiguous terms, with comparative figures in each 
case. The shareholder can hardly ask for more. It is no doubt too much 
to hope that all holding companies will speedily follow the Dunlop 
example, but now that tradition has once been broken, it is probable 
that really frank inter-company statements will become more and 
more common. If so, Dunlop will earn the lasting gratitude of all 
discerning investors." 

These and similar comments in the Press in many parts of the world 
have encouraged my company to feel that it is upon the right course, 
and we are of the belief that through the new form of presentation of 
its accounts the company has lost nothing but gained much. 



Chapter VI 

The Form of Presentation of the Accounts 
of Holding Companies— (contd.) 

An address delivered at a luncheon of the Birmingham and District Society of 
Chartered Accountants on 8 lh February, 1939. 


After stressing that he intended the address to 
be quite an informal one, Mr. de Paula said they would all realize that, 
whatever might be the advantages or disadvantages of holding com- 
panies, they did present or create accounting problems of considerable 
difficulty and complexity, in particular as to the form of presentation 
of those accounts. This was a problem which had been increasingly 
exercising the mind of the professional and commercial world, because 
holding companies were a form of organization which had undoubtedly 
been improperly used on occasions as a cloak to hide from shareholders 
the tnle^ppsitionjof the combine in which they were interested. There 
had been grave abuses and spectacular crashes which had shaken public 
confidence, and the subject had therefore loomed large in recent years. 

Mr. de Paula said for the purpose of illustration he proposed to 
use the accounts of the Dunlop Rubber Company, which are reproduced 
on pages 92-109, He did not put these forward as a solution of the 
problem, but it was an attempt to solve it. 

" In the first place, in tackling this problem,” Mr. de Paula continued, 
"it is very necessary to keep clearly in our minds that every one of the 
companies within the group, including the holding company and the 
subsidiaries and sub-subsidiaries, are separate legal entities, each is a 
self-contained unit. A creditor has a claim only against the company 
to whom he gave credit, and there is no call upon the holding company 
to pay the creditors of a subsidiary. 

The connection between the companies is by means of share 
investments and advances. In addition to subsidiaries there may be 
associated companies, that is to say those companies in which the hold- 
ing company has only a fifty per cent or less interest.” 

The Companies Act of 1929 had various regulations dealing with 
holding companies. As regards Section 126, he said that the wording 
was vague, and he agreed wth the late Sir Albert Wyon, who ^expressed 
the opinion that the effect of this section of the Act . . may indeed 
have the unintended effect of providing justification for directors 
who \vish so to prepare the accounts of the holding company as to 
conceal from those chiefly interested the actual results of its activities." 

"The.tru^Jtest„of the value of any commercial enterprise is its 
capacity .to.ea m. pr ofits, and what we want to be able to see is the tr end 
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of earnings a nd their relationship to the capital invested in that under- 
tal^g. To he able to obtain, in the case of a holding company, some ' 
reasonably clear view of the earnings of the group is in my mind far 
more important than the popular demand for so-called consolidated ' 
Balance Sheets.” 


Limitations of the Legal Profit and Loss Account 


The legal Profit and Loss Account of the holding company itself had, 
of course, distinct limitations and could give a most incomplete view 
of the position of the earnings of the group. The holding company 
could quite legally and properly take credit for the dividends declared 
or to be declared by profitable subsidiaries, but .the holding company 
need not provide for the losses of the unprofitable subsidiaries. While ■ 
that was the case the Profit and Loss'Account of the holding company 
would give no indication of the earnings of the group. Further, if 
the subsidiary companies were making large profits, it was quite in 
order for small dividends to be paid by the subsidiaries, so that there 
were large accumulated profits which, when times were bad, could, as 
dividends, go into the holding company's accounts, despite the fact 
that they represented profits accumulated in previous years and were 
not profits earned during the year covered by the accounts. 

v'"A Proper View of Earnings 
After the Kylsant case there had been a widespread feeling that 
shareholders in holding companies should be able to see what th^nor- 
mal eatmngs for the year ''vere^ an^if there were abnormal jtems.Aey 
should be stated separately. ~ ~ ’ 

There were two alternative ways of handling the position. One 
suggestion was that holding companies should take credit for the whole 
° profits of the subsidiaries, not only what was distributed but also 
the undistributed profits of the year. That rather fouled the legal 
position which he had mentioned at the beginning, because the sub- 
not branches of the holding company and those undis- 
nbuted profits might never become available for distribution, because 
they might be absorbed by subsequent losses. Further, those undis- 
tnbuted profits could not be available for distribution by the holding 
company itself, and if credit were taken for them it would be necessary 
to Mt up on the other side a reserve of equal amount to cancel the item 


. method were adopted it was possible to get a reasonably 

.the group, but it did not quite satisfy the 
1 ^ did not correspond with the legal position. 

Another alternative repeatedly put fouvard. but with which he dis- 
agreed, was that holding companies should send with their own accounts 
to shmeholders the accounts of all subsidiary companies. If there were 
only two or three subsidianes, tbU was possible, but one large holding 
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company had at one time eight hundred subsidiaries, and to-day had 
three hundred, while seventy or eighty subsidiaries were involved in 
the accounts they were considering at the moment. Even apart from 
the prospect of sending three hundred Balance Sheets to shareholders, 
in cases where there were only one or two subsidiaries merely to have 
the accounts was not of much advantage unless the shareholder knew 
what was the holding company’s share in the equity of each subsidiary, 
and what were the trading arrangements between that company and the 
others within the group. Othervwse, without -this information, quite 
erroneous conclusions might be reached from a study of the accounts. 
In conclusion, he said, that it was quite impossible to get any idea of .. 
the financial position of the group from the legal Balance Sheet of a 
holding company. 

Looking at the Dunlop Company’s legal Balance Sheet, Mr. de 
Paula went on, it would be seen that something over £15,000,000 was 
represented by investments in and advances to subsidiary and associ- 
ated companies. That figure, as it stood, did not give any indication of 
the real value of those holdings. 

The Dunlop Company’s Accounts 

It was oiving to the limitations of the legal Profit and Loss Account 
and the legal Balance Sheet of a holding company that the demand for 
consolidated statements had been growing with increasing force. To 
follow this method effectively, however, it was necessary to have first 
the consolidated earnings of the group, and secondly the financial 
position of the group. It was also important to bear in mind that 
both of those statements were statistical. The problem was how to 
present them so that a reasonably clear picture of the position was 
given. 

The Directors’ Report 

Mr. de Paula said it would be seen that the directors’ report of the 
Dunlop Company was a much fuller one than was customary in this 
country. 

It always seemed to hmiithat a directors’ report ought to have more 
to say than it commonly did, and he suggested that it should be used 
as a vehicle for explaining the accounts for the benefit of the share- 
holders, as the Dunlop directors’ report endeavoured to do. 

Grouping of Items 

Then, turning to the Balance Sheet, they saw that the items were 
grouped — a method which had always seemed to have obvious advan- 
tages, and yet which was not adopted in many Balance Sheets. The 
company also gave the figures for previous years, and they had taken 
another revolutionary step in omitting shillings and pence, to make the 
balance clearer and easier to read. Another unorthodox item included 
was the proposed dividends. 
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Statement oe Proeits 

The most interesting feature of the accounts they were considering, 
Mr. de Paula continued, was the statement of profits. The first item 
was the aggregate profits of the Dunlop Rubber Company, including 
its proportion of the profits less losses of all subsidiary and sub-sub- 
sidiary companies after providing for depreciation, but before providing 
for guaranteed preference dividends. That clearly gave the whole of 
the group’s profits less losses for that year, and represented the normal 
earnings of the group. Then the next item — he thought his company 
were the first to be brave enough to include it — was the company s 
proportion of various items which did not represent normal earnings 
•attributable to the current year. He did not think that in fact they 
had been very brave, as if a windfall for a substantial amount were 
received and was not disclosed in the accounts, the auditors of a hold- 
ing company would, in all probability, insist on this fact being made 
clear either by the directors or in the auditor’s report. 

From this consolidated statemenkjt was possible to see the relation- 
ship of the aggregate earnings of the group \vith the total capital 
invested in the group, and this comparison was therefore a cross-check 
on the valuation of the net assets sho^vn in the consolidated statement 
of assets and liabilities. 

The statement of profits included amounts deducted from the re- 
sults of subsidiary companies, a specially interesting item being the 
Dunlop Rubber Company’s proportion of special appropriations and 
undistributed profits of the year held in reserve. The inclusion of this 
made it possible to see exactly what, if any, prbfits the subsidiary 
companies were holding back, and they could not therefore accumulate 
large tmdisclosed reserves. If profits in a subsidiary were accumulated 
and distributed subsequently as dividends, such a dividend would be 
included in the item representing abnormal earnings. 

The statement of profits, he suggested, was an extremely simple one, 
and did give a reasonably clear view of the earnings of the group and 
then of the holding company itself. 

Turning to the legal Profit and Loss Account of theholding company, 
Mr. de Paula pointed out that here also on the credit side the abnormal 
' items were shown separately. 

Consolidated Statement of Assets and Liabilities 
Turning to the consolidated statement of assets and liabilities,^Mr. 
de Paula said they would see that the company stated exactly what was 
its point of consolidation. They were, he thought, in fact one of the 
first companies to do that It was important to know what the basis 
was, and they had tried to make that clear. They also made it clear 
that it covered all subsidiarj’^ and sub-subsidiary companies, although 
the Act of 1929 forgot The latter category." It would be noticed, how- 
ever, that two companies in Germany were excepted. 
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An interesting point was raised when subsidiaries were within a 
closed economy, since the holding company, though.it might own a 
hundred per cent interest, had not absolute control. The basis of 
consolidation was that capital could be moved from one country to the 
other, and the problem of how to deal .with this position was raised 
when there was a subsidiary in a country where the currency was 
blocked. 

The company’s solution of that problem had been to treat the Ger- 
man companies as they would an dissociated company, and therefore 
on the right-hand side of' the consolidated statement of assets and 
liabilities they showed, under investments, the investments in the 
German companies. It showed that the Dunlop Rubber Company’s 
interest in those German companies stood at' 35 3, 000, so that 
represented the company’s maximum capital loss. That was one way 
of tackling the problem =of interests in countries with blocked 
currencies. 

On the left-hand side of the consolidated statement of assets and 
liabilities there was a technical point, covering a case where a sub- 
sidiary held stock in the parent company. Again' proposed dividends 
were shown, and also exchange suspense accounts, being amounts 
reserved for unrealized exchange differences. In a note at the bottom, 
they dealt again with the position of the German subsidiary companies. 
It would be observed that the consolidated statement was audited 
by the company’s auditors. 

Statement of Comparative Profits 

Another feature of the company’s accounts was a statement of 
comparative profits over a period of five years. A note at the bottom 
again made it clear how the German companies’ profits were dealt 
mth. A further page of the accounts indicated the annual appro- 
priation of the available profits. 

The comparative statements showed for the five-year period also 
the total issued share and loan capital of the company, particulars 
of the surplus and reserves, and finally the surplus of current assets 
over current liabilities, firstly of the Dunlop Rubber Company and, 
secondly, the consolidated position. ■ ' - 

The methods they had been discussing, Mr. de Paula said, were an 
attempt to give a reasonably clear view of the trends of the group 
and tlie holding company itself. With an international holding com- 
pany it was a complex problem. The aim was to give a reasonably 
clear view in as simple a form as possible of the earnings and financial 
position first of the group and, secondly, of the holding company itself. 
He suggested that it coiild be done quite simply by consolidated state- 
ments on some such lines as he Tiad indicated. He did not see how it 
could be done with the legal Balance Sheet and the Profit and Loss 
Account. 
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DEVELOPJIENTS IN ACCOUNTING 


DUNLOP RUBBER COMPA NY, LTD. 
Directors ; 

Chainnan : Sir J. GEORGE BEHARRELE, D.S.O. 

Joint Managing Directors: C. A. PROCTOR and JOHN L. COLLYER 


Sir S. HARDAIAN LEVER, Bart., K.C.B. 
F. ALEXANDER SZARVASY. 


Sir CLIVE L. BAUXIEU, K.B.E.. C.M.G. 

The Rt. Hon. LORD COLWYN, P.C. 

Sir ALEXANDER GIBB, G.B.E., C.B. 

Secretary: CHARLE S’ TENNYSON, C.M.G. 

DIRECTORS’ REPORT 

The Directors submit the Balance Sheet of the Company as at 31st 
December, 19371 together wth the Profit and Loss Account for the year 
I 937 ' ^ Statement of Ag^egate Profits for 1937 and a Consolidated State- 
ment of Assets and Liabilities as at 31st December, 1937, and a Statement 
-of Comparative results for the years 1933 to 1937 are also submitted. 

Trading conditions in the Home market diiring the greater part of 1937 
were favomable, and also in several Overseas markets. 

Conditions in the Far East became, and continue to be, most difficult, 
^d violent fluctuations occurred during the year in the price of rubber. 
The pnce of standard smoked sheet at 31st December, 1936, was 10 Jd. 
per m., the ^ce nsmg rapidly to is. ifd. on the 30th March, and falling 
y the 31st Dj^ember, I 937 i to yd. per lb., the average for the year being 
^ 1 ■ heavy f^ m the price of rubber inevitably entailed a 

valuation of raw material inventories, 
nf +15 Gummi Compagnie A-G. declared a dividend out 

for ^ 936 , and the net amount realized by 
A amount has been taken to credit in these 

fa IgTiy ‘''= 

Trading Results, 

The net profit for the past five years have been as follows— 

i,5iC866 

1,687,687 
1,288,244 
1,502,707 

1.591,017 

seen that the total profits 


1934 

1935 

1936 

1937 


495.815 

250,000 


ava^ble for appropnation amount to £2,180 072 

irec ors appropriations and recommendations are as follows— 

Transfer to Taxation Reserve. . £ 

.H^er to Reserve for Contingencies ‘ 

' a. ;.«h W 

Shares for the Eal{.v«>r' ■A Preference 

P'^yn-'^nt of a dividend ;n th; 


4 . 

4 

o 


Ordina^%To‘'ciTfSper'^^S?X°' N,,- --r" ““ - 

both less Income at * percent. 

20th April, 1938, absorbing^^ . °n the 

Balance carried forward to next acwnnt' 


140,625 o o 


140,625 o o 


562.479 I 6 
591,42s 16 ir 
/2, 180, 973 6 9 
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The whole of the Preference Dividends guaranteed by this Company in 
respect of Dunlop Cotton Mills, Ltd., Dunlop Rubber Co. (India), Ltd., and 
Dunlop Plantations, Ltd., have been provided for out of the 1937 profits of 
those Companies. 

Dunlop Plantations, Ltd., has in addition repaid out of profits of 1937 
the sum of £127,930 6s. 56. in respect of Preference Dividends paid by this 
Company under its guarantee in previous years. This amount has been'' 
credited to the Company’s Profit and Loss Account for 1937. 

In accordance wth established practice, provision has been made in 
these accounts for this Company’s proportion of losses incurred during 1937 
by any Subsidiary and Associated Companies that have incurred losses, 
and the profits of Subsidiary Companies have been included in this Com- 
pany’s profits only to the extent of (a) dividends declared in respect of the 
year 1937, (b) the dividend declared by the Deutsche Dunlop Gummi 
Compagnie A-G. in respect of the year 1936, and (c) an appropriate amount 
in respect of the profits earned in 1937 by certain Subsidiary Companies, 
which had previously sustained losses for which this Company had made 
provision in full. '' 

Throughout the organization, as in preceding years, inventories have 
been conservatively valued; aU raw material inventories having been 
valued at the low'er of cost or market prices at the 31st December last.' 
Ample provision has been made for bad and doubtful debts, and every 
known loss at home and abroad has been provided for in the accounts. 

BALANCE SHEET (pages 96 to 99). 

The following statement shows in comparative form for 1936 and 1937 
the Assets of the Company — 

Increase 

1936 1937 Decrease 


Fixed Assets 


1 

• 3,764,616 

£ 

3,654,522 

£ 

iJO,op4. 

Investments and Advances . 


• r4.543.007 

15.338,313 

795,306 

Current Assets 

• 

. 6,410.037 

6,217.575 

1^2, 463 


' £ 24,7x7,660 25,210,410 492»75° 

Fixed Assets. — Adequate provision has been made for depreciation, and 
all Fixed Assets have been thoroughly maintained. 

Investments and Advances. — The increase of ,£795,3o6 represents mainly 
the provision of additional capital for various subsidiaries in order to finance 
an increased volume of business. 

The Capital and Liabilities are as follows — 

Increase 



1936 

1937 

Decrease 

/ 

Share Capital .... 

Surplus and Reserves . 

£ 

• 12 ,' 733.023 

• 5.146.355 

£ 

12,733.023 

5,409.329 

£ 

262,974 

Debenture Stock .... 
Amounts owing to > Subsidiary and 
ciated Companies . 

Current Liabilities and Provisions . 

£17.879,378 
. • 3.433,135 

Asso- 

. 1,438,860 

. 1.966,287 

18,142,352 

3.390,375 

1,533.240 

2,144,443 

262,974 

42,760 

94,380 

178,156 


£24,717,660 

25,210,410 

492,750 
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Surplus and Reserves. — As already stated, the Directors have tr^sferred 
from Profit and Loss Account the sum of £250,000 to the credit of the 
Reser\’e for Contingencies. 

CONSOLIDATED STATEMENT OF ASSETS AND LIABILITIES 
^ages 102 to 105), 

0 \mg to the continuance of the Exchange restrictions in Germany and 
for the reasons explained in previous reports, the various items from the 
Balance Sheets of the German Companies have not been included in the 
Consolidated Statement. The investments in and advances to tliese Com- 
panies are, therefore, shoivn separately under Item II [d) on page 103. 
Under a special arrangement advances amounting to £105,195 were made 
• in 1934-5 and these were repaid in 1937, which accounts for the decrease 
in this item. 


COMPARATIVE RESULTS, 1933-1937 (pages 106 to 109). 

Comparative results for the past five years are given with a view to 
enabling shareholders to obtain a clear view of the main trends of the 
Company’s financial position. 

The Director due to retire by rotation is Sir S. Hardman Lever, Bart., 
K.C.B., and he offers himself for re-election. 

The Auditors, Messrs. Stokes Brothers & Pirn, and Messrs, Whinney, 
Smith & IVhinney, retire, and being eligible, offer themselves for re- 
appointment. 

By Order of the Board, 


J. GEORGE BEHARRELL, Chairman. 
C. A. PROCTOR, 

JOHN L. COLLYER, 

C. TENNYSON, Secretary. 


j I Managing Directors. 


25(h March, 1938, 
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STATEMENT OF PROFITS for the year 1937 


^ I. THE AGGREGATE PROFITS OF THE 

DUNLOP RUBBER CO., LTD., lor 
tho ye.ar 1937, including its proportion 
of the profits, If« losses of all Sub- 
sidiary and Sub-subsidi.'iry Companies 
after prosadlng for Depreciation, etc., 
but before prot-iding for guaranteed 
Preference Dividends of Subsidiary 
5.200.39s Comp.anies amount to . , . 

II. IN ADDITION, the Dunlop Rubber Com- 
pany's proportion of various items 
ivhicli do not represent normal earn- 
ings attributable to the current year, 
xS.'jO^ amounts to 


£ 


£ 


\ 

2,478,000 


25,926 


s.sxg.TsO HI. AGGREGATE TOTAL . ... 2.503.^6 

IV. FROM THE RESULTS OF SUBSIDIARY 
AND SUB-SUBSIDIARY COMPANIES 
INCLUDED ABOVE THERE HAS 
BEEN DEDUCTED— 


(a) The Dunlop Rubber Company's pro- 
portion of British and Foreign Taxa- 
tion paid by or provided in the 


^43.496 

(t) 

accounts of such companies . 

Tho whole of tho Guaranteed Preference 

355.407 


Dividend of Dunlop Plantations, 
Ltd., for tlio j'car to 30th November, 



II4.375 

(<=) 

1937, paid ^”*•6 Company . 

Tlic whole of tho Guaranteed Preference 

112,500 


Dividend of Dunlop Cotton Mills, 
Ltd., for the year to 31st January, 

109,687 


1x1,515 

(rf) 

1938, paid by that Company . 

The whole of the Guaranteed Preference 



Dividend of Dunlop Rubber Co. 




(India), Ltd., for the year to 31st 
December, 1937, P^d t>y Com- 


X 3,595 

(«) 

pany ...... 

Tho Dunlop Rubber Company’s pro- 

13.575 


portion of special appropriations and 
undistributed profits of tho j’ear held 

162,497 


73,620 


in reserve 


SSS.Coi 753,666 


V. BALANCE AVAILABLE TO THE DUN- 
LOP RUBBER CO., LTD., ns per that 
Company's Profit and Loss Account 


1,663,55$ (pages 100 and loi) . . . 1,750,260 

VI, DEDUCT: Interest on Debenture Stock 
160,848 and Loans 159,243 


VIL LEAVING THE NET PROFIT AS PER 
THE DUNLOP RUBBER COMPANY’S 
PROFIT AND LOSS ACCOUNT (pages 

1,503,707 xoo and 101) .... 1,591.017 

5S$,g4o VIII. Add Balance brought forward from last 

year ' 589,956 


£2,092,647 IX. TOTAL AVAILABLE .... £2.180,973 
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DUNLOP RUBBER 
BALANCE SHEET AS AT 


Authorized Isiwd 

1036 Shares & Stock Shares S- Stock 

£ I. SHARE CAPITAL- £ £ I 


1,000,000 6^ per cent "A" Cum. 

Pref. Shares of £i each 1,000,000 1,000,000 

1.000. 000 7 per cent' 'B" Cum, 

Pref. Shares of £z each 1,000,000 1,000,000 

3.000. 000 10 per cent " C" Cum. 

Pref. Shares of 16/- each . 2,400,000 2,400,000 

£15,600,000 Ordinary Stock . 15,^0,000 8,333,023 

12,733.023 i 2 » 733 iO *3 

£20,000,000 


11 . 

*.150.832 

SURPLUS AND RESERVES— 

(a) General Reserve (including 
balance of Share Pre- 
mium Account) 


1.150.832 

2,3*5.000 

(6) Special Reserve — against 
investments in and ad- 
vances to Subsidiary 
Companies . 


2,315,000 

790,106 

250,000 

(c) Reserve for Contingencies 
Add Transfer from Profit and 

Loss Account (page loo) 

(d) Dividend Equalization Re- 

serve .... 

782,006 

250,000 

1,032,006 

250,000 

50,461 

(e) Reserve for Inter-Com- 
pany Profits in Inven- 
tory Valuations of Sub- 
sidiary Companies. 


70,062 

589.956 

(/) Surplus, i.e. Profit and 
Loss Account Balance 
after providing for pro- 
posed dividends and 
bonus as per Profit and 
Loss Account (pages 

100 and loi) 

- 

591.429 


5.146.355 

2^7.879.37^ 


5.409.3*9 

18,142,332 


in. DEBENTURE STOCK secured upon assets 
of the Company — 

4% Debenture Stock - . . . . 3,500,000 

Less Redeemed and cancelled to date . 100,625 

3.433.135 - 


IV. AMOUNTS OWING TO SUBSIDIARV AND 
ASSOCIATED COMPANIES—’ 

* ttfss Di^dcnds since declared) 

(o) Subsidiary Companies 

Less Company’s own Debenture Stoci 
included therein . 


t,3SS,6S6 

50,174 (h) Associated Companies 

2,438,360 


1,494,268 

11,028 


1,483,240 

50,000 


3.390,375 


1.533.24° 


751,373 


Carried forward 


£23,065,967 
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COMPANY, LIMITED 
31st DECEMBER, 1937 


ip3S 

it 

i,Sx4,gs4 

333.5*6 

847,051 

1x6,814 

13,19s 


639.073 


I. FIXED ASSETS at Cost, less Realizationa £ 
and Depreciation — 

(a) Freehold Land and Buildings . . 1,729,040 

ib) Leasehold Premises .... 330,561 

(c) Plant, Machinery, Tools, and Moulds. 839,069 

(d) Furniture, Fittings, and Fixtures . 105,220 

(e) Cars and Delivery Vans . . . tr,8o8 

If) Patents, Trade Marks, Licences, and 

Royalty Agreements as valued by 
the Directors at 31st December, 

1926, phis additions at cost, less 

sales and amounts written off . 638,824 


3,764,6x6 


i 


3.654.5*2 


6,365,943 

7,046,X98 

13,412,141 

1,003,599 

94,9S3 


30.500 

1,784 


II. INVESTMENTS AND ADVANCES at Cost, 
less amounts -written off and Reserves — 

Subsidiary Companies: 

(а) Shares ' . 7,040,034 

(б) Ad-vances and Current Accounts (in- 

cluding dividends since declared) . 7,092,615 

(Itt respect of this amount there is a Special — — — 

Reserve of £1,31}, ooo as per amtra) 14,132,649 

Associated Companies: 

(c) Shares 1,002,349 

(d) Advances and Current Accounts . 114.410 

Sundry Investments : 

(e) Cash in Hands oi Trustees ior Deben- 

■ture Holders .... 86,724 

{/) Trade Investments .... 2,181 


14,543.007 


15.338.313 


III. CURRENT ASSETS— 


(o) Inventories o£ finished and unfinished 
goods, raw materials and stores, 
etc., at or below cost aS certified 

2,859,632 by the Company’s Officials . . 3,237.682 

092,274 (6) Sundry Debtors, less_ Reserves . . 1,168,264 

(c) Leasehold Redemption Policy at Sur- 
37,206 render Value .... 41.971 

106,806 (d) Bills Receivable .... 108,245 

7,500 (e) Other Securities at Cost . _ . . 7.50o 

(/) Bank Balances, Deposits, CashvnHand 
2,374,220 and in Transit .... 1,616,746 

32,309 .(f) Deferred Charges .... 37.167 


6,410,037 6,217,575 


£24,717,660 


Carried forward £25,210,4x0 
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i i 

Brought forward 23,065,967 
V. CURRENT LIABILITIES AND PROVISIONS— 


685,215 

(«) 

Sundry Creditors, including accrued 
Debenture Interest 

726,339 

566,250 

(6) 

Taxation Reserve .... 

715,000 

142,060 

W 

Proposed Dividends — 

Reference Dividends for hall-year 
’ to 31st December, 1937, Ifi' 

come Tax .... 

140,625 

57I.S53 


Ordinary Dividend and Bonus for 
the j'ear to 31st December, 1937, 
less Income Tax 

562,479 


x,966,sS7 2,144,443 


1936 

£ 

22,751,373 


£24,717,660 


/25,2IO,4IO 


of the Anuitors to the Members of the Donlop Rubber Company, Limited, 
report ptovmoas o[ Sechon eub«ctiou i, of the Companies Act. igap, we 

incorw^^the^^<mirm f^m V*® booirt of the Company in which have been 

baVe^&d ^ tteTrdc^bon ^ Auditors or the^Briach O-Hcials, and we 

Sh'et h propedy drawn op so as to eaUbit^i^l.''"^'” required. In our opimon such Balance 

accorchnetollw o£ of the state of the Company’s affairs 

the Company and the said iStams. °° oxplaaatwns civcn to us and as shown hy the books of 


ssst Marck 
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1936 

f- £ £ 

24,717,660 - liroughf forward 25,210,410 


NOTE. — The Company has guaranteed the Prefcre^cft 
Shares of Dunlop Cotton Mills Ltd., Dunlop 
Plantations, Ltd., and the First Pwference 
Shares of Dunlop Rubber Co. (India), Ltd., as 
regards Capital, Premium and Dividends, 

is also contingently liable in respect of the 

In A mn 66n guarantee of Bank advances to certain Sbb- 

sidiaty and Associated Compames. 


25,210,410 


STOKES BROS. & PIM, 
WTIINNEY, S^rITH & WHINNEV, 
CharUrtS AccoutiMnfs. 


Auditor t. 


J. GEORGE EEHARRELL, Chmrrmn. 

C. A. PROCTOR, I , . 

JOHN L, COLLYER,] "5 -Oiwrtofs 

F. R. M. BT! Paula, CcmtrolUr of Finanu. 
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DUNLOP RUBBER 
PROFIT AND LOSS ACCOUNT 


1936 

i ^ 

351,248 I. To Depreciation 337 >®*° 

8,000 II. „ Directors’ Fees ....... 8,000 

1,663,555 III. Balance carried do%vn ..... 


2,022,803 


2.095.^7° 


160,848 IV. „ Interest on Debenture Stock and Loans 
1,502,707 V. „ Net Profit carried down 


i, 663.S5S 

V 


394,900 VI. 

100.000 VII. 

150.000 VIII. 

IX. 


„ Transfer to Taxation Reserve 
„ Transfer to General Reserve 
„ Transfer to Reserve for Contingencies . 
„ Preference Dividends: 


142,767 


(a) Half-year to 30th June, 1937 (already 
paid), less Income Tax 


£ 

140,625 


142,767 


(6) Proposed for the half-year to 31st 

December, 1937, less Income Tax 140,625 


X. „ Ordinary Dividend and Bonds: 

Proposed for the year to 31st December, 
571,853 1937. Income Tax 

587,956 XI. „ Balance carried forward as per Balance Sheet 


159.243 

l,59i.°^7 


1,750,260 


495.815 

250,000 


281,250 

562,479 

591.429 


£2,072.647 


I /2.i8o,973! 
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COMPANY, LIMITED 

for the year ended 31st December, 1937 Cr. 


1936 


i 


a,ozx,j6S 


^1,035 


I 

I. By Profit on Trading, Interest, Dividends on Invest- 
ments, including those received from or since 
declared by Subsidiary and Associated Com- 
panies, and Miscellaneous Receipts . 

n. „ Repayment on account of Guaranteed Preference 
Dividends paid by the Dunlop Rubber Co., Ltd., 
in previous years : 

Dunlop Plantations Ltd 

III. „ Net Dividend received from the Deutsche Dunlop 
Gummi Cie. A-G, in respect of the year 1936 


£ 


1,957, ^61 


127,930 

10,279 


a,osa,8o3 


2.095,870 

KsssaoBaMMiESaBa 


•r.<5d3,555 IV. „ Balance brought down 1,750,260 


z, 663 ,ssS 


1.750.360 


X, 502, 707 V. „ Net Profit brought down 
5Sg,g40 VI. „ Balance brought fonvard from 1936 


1.591.017 

589.956 


NOTE.— The Profits of Subsidiary Companies are In- 

eluded in the — — • to the 

extent of (a) 1 • ' aspect 

of the year 1 • ed ^ 

the Deutsche ' * A*G. 

in respect of • ■ - ' ppro* 

priatc aoxouat ia respect of the profits earned la 
19^7 by certain Subsidiary Companies •which 
bad previously sustained losses for which this 
^mpany had made provision in full. 

Certain Subsidiary wmpanlcs sustained losses 
In X937 and full provision for this Company's 
proportion thereof has been made out of the 
pionts above set fo;^. 

In the accounts of the Subsidiary Companies 
these losses have been carried forward to the 
extent to they are not provided for out 
of undistributed profits of those Companies. 


J. GEORGE BEHARRELL,) 

C. A. PROCTOR, } JJireclors. 

JOHN L. COLLYER, / 
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CONSOLIDATED STATEMENT OF ASSETS 
DUNLOP RUBBER COMPANY LIMITED 

Incorporating the figures of the audited Balance Sheets {after elimination of inter-company 
Companies {with two exceptions stated under the heading of Investments item II {d) below) 
of the Ordinary Shares or Stock of those companies and over 50% of the voting contiol. 


L £ 

1. ISSUED SHARE CAPITAL OF THE DUN- 
LOP RUBBER COMPANY, LIMITED— 

1,000,000 61 % ‘'A" Cum. Prel. Shares of 

ft each iiiUy paid .... 1,000,000 

1.000. 000 7% "B" Cum. PrcL Shares of 

ft cachJuUy paid .... 1,000,000 

3.000. 000 10% “C" Cum. Pref. Shares of 

16/- each fully pmd .... 2,400,000 

£8,333,023 Ordinary Stock . . . 8,333,023 

12,733,023 


2936 

£ 


12.733,013 


II. SURPLUS AND RESERVES— 


2.336,199 


S.3I5.000 

ygo.xob 

250,000 


689,066 
S,3So.37Z 
zS, 1X3,394 


{a) General Reser\’es .... 1,376,175 

(b) Special Reserve in the accounts of the 
Dunlop Rubber Company, Limited, 
in respect of Subsidiary Companies. 2,315,000 
(e) Reserves for Contingencies. . . 1,123.005 

(d) Dividend Equalization Reserve . . 250,000 

(«) Surplus, i.e. Profit and Ix)ss Account 
Credit Balances, after providing for 
Proposed Dividends and Bonus . 697,377 


5.761.557 

18,494.58° 


III. INTEREST OF OUTSIDE SHAREHOLDERS— 

Preference and Ordinary Share Capital of 
Subsidiaries held by Outside Share- 
holders, after taking into account their 
proportion of General Reserves and 
Undistributed Profits or losses attri- 

6,020,550 butable thereto .... 5,993.883 


IV. DEBENTURE STOCK, MORTGAGES, AND 
LOANS— 

(a) Dunlop Rubber Company f 

Limited, Debenture Stock 3,390,375 
Less: Held Sub- 

sidiary Company . 11,028 

3,422,107 

558,233 (b) Loans ....... 

10,138 (c) Mortgage ...... 


3,379,347 

390-075 

10,000 


3,990,478 


3,779.422 


£28,124,422 


Carried forward £28,267,885 


THE FORM OF PRESENTATION OF THE ACCOUNTS IO3 

AND LIABILITIES as at 31st December, 1937 
AND SUBSIDIARY COMPANIES 

balances) of the Dnnhp Rubber Company Limited and all Subsidiary and sub-Subsidiary 
in which the Dunlop Rzihber Company Limited and any of its Subsidiaries hold over 50% 


£ £ £ 
I, FIXED ASSETS, at cost less realizations 
and provisions for depreciation and 
obsolescence — 

(o) Land, Factory and other Buildings, 

Cotton MiUs, Plant, Tools, Fnmi- 

xo, 083,393 ture. Cars, etc 10,161,435 

(6) Dunlop Plantations, Ltd., Estates, 

4, 149', 1x6 Buildings, Plant, etc. . . . 4,093,505 

■ 639, 074 (c) Patents, Trade Marks, Licences, etc. . 638,824 


15,071, 7S3 


14.893.764 


II. INVESTMENTS at Cost, less amounts writ- 
ten off — 

1,037,^38 (a) Investments in Associated Companies. 1,051,371 

(6) Cash in hands of Trustees for Deben- 
30,300 ture Holders .... 86,724 

JJ.489 (e) Trade and Sundry Investments. . 15,104 

(d) Investments in German Companies: 

438,964 Shares and Advances . . . 353,769 


z,36o,7IT 


1,506,968 


III. CURRENT ASSETS— 


7,33 ^,oT 3 

3,676,581 

I07,X7Z 

62,326 

2,449,104 

224,466 


(o) Inventories at or below cost 
(6) Sundry Debtors, Bills Receivable, etc., 
less Reserves .... 

(c) Amounts o%ving by Associated Com- 

panies 

(d) Other Securities .... 

(e) Bank Balances and Cash, less Bank 

Loans . . . . . 

(/) Deferred Charges .... 


8,859,843 

3,977,785 

136,214 

66,007 

1.355.196 

141,727 


13,751,661 


14,536,772 


1,386373 
£ 3 x , 770.537 


IV. GOODWILL ACCOUNTS, including the dif- 
ference between the values at which 
mter-company holdings of shares are 
taken as ^ets into the Balance Sheets 
“ r?"'! undistributed 
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1936 
. £ 

28,124,422 

£ 

Brovghi forward 

CO 

-S' ^ 

03 

00 

cn 

1,852,766 

54.396 

86g,86o 

V. CURRENT LIABILITIES AND PROVISIONS- 

(a) Sundry Creditors and Accrued Charges, 

(b) Amounts owing to Associated Com- 

panies 

(c) Taxation Reserves . , . . 

2,120,822 

53.489 

1,144.385 


714,822 

161,175 

3,653,019 

(d) Proposed Dividends — 

Dunlop Rubber Company Limited, 
Dividends and Bonus. 

Dividends o£ Subsidiaries to Outside 
Shareholders .... 

703.104 

153.762 

4.175,562 


VI. EXCHANGE SUSPENSE ACCOUNTS, BEING 
AMOUNTS RESERVED FOR UN- 
lo.ssS REALIZED EXCHANGE DIFFERENCES 


£31,787.999 


/32,455.56z 


We have examined the above Consolidated Statement of Assets and Liabilities %vith the Balance 
Sheet of the Dunlop Rubber Company Ltd., at 31st December, 1937 as audited by us, and with the 
Balance Sheets of the Subsidiary and Sub-subsidiary Companies as audited by their respective Auditors. 

In the case of certain Subsidiary Companies the Balance Sheets are at dates other than 31st December, 
io 57 » snd the adjustments consequent thereon have been made. In our opinion the statement set forth 
above has been corrwtly compiled from the said Balance Sheets (other than those of the Companies in 
mvmg effect to the necessary adjustments in respect of Foreign Exchange, so as to 
exhibit a true and correct view of the consolidated position of the Companies at 31st December, i 937 » 

STOKES BROS. & PIM, ir^ni^nis 

WHINNEY, SMITH & Acewntants. 


zist March, 1938- 
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1936 

£ 


£ £ 


31,770.537 


Brought forward- 32,423,269 


V. SUSPEJJSE ACCOUNT for transactions with 
Subsidiary Companies between the dates 
of their Balance Sheets and 31st Decem- 

, 17,472 bei. 1937. ' 32,293 


NOTE.— For the reasons given in the Direc- 
' tors* Report (page 94) the invest- 

ments in and advances to the Ger- 
man Companies as at the 3xst 
December, 1937, are shown separ- 
ately \mdcr Item 11 (d) above and 
consequently the Assets and Lia- 
bilities of those companies have not 
been classified under their respective 
headings. 


£31,7^7,999 
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iq6 

COMPARATIVE 


STATEMENT OF PROFITS 

I. The Aggregate Profits ol the Dunlop Rubher Co., Ltd., including its proporfaon 
of Qie profits less losses of all Subsidiary and Sub-subsidiaiy Companies 
providing for Depreciation, etc., but before proviiEng for guaranteed Pre- 
ference Kvidends of Subsidiary Companies 


n. The Dunlop Rubber Company’s proportion of various items which do not repre- 
sent normal earnings attributable to the current year . . . • 


III. Aggregate Total 


IV, From the results of Subsidiary and Sub-subsidiary Companies included above there 
has been deducted — 

{«) The Dunlop Rubber Company’s proportion of British and Foreign 
Taxation paid by or provided in the accounts of such companies 

(6) Guaranteed Preference Dividends ; . • 

{c) The Dunlop Rubber Company’s proportion of special appropriations 
and undistributed profits ot the year held in reserve 


V- Balance available to the Dunlop Rubber Co., Ltd. . 


VI. Deduct — 

(а) Guaranteed Preference Dividends of Subsidiary Companies borne by 

the Dunlop Rubber Co., Ltd. ....... 

(б) Interest on Debenture Stodr, etc. ....... 


VII. Leaving the Net Profit as per the Dunlop Rubber Company’s Profit and Loss 
Accounts . .......... 


Vlll. Add : Balance brought forward 


IX. Total available . 



ran ro^^^r oi-* aRnsaNTATio^r oi- the accounts 
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RESULTS. J 933— 1937 


mi 

1934 

1935 

1936 

1937 

1 

L 

L 

/ 

t 

3.255.973 

2.276.339 

1,860,073 

2,^00,392 

2,478,000 

50,671 

9.183 

V 9,128 

18.764 

25,926 

2 . 34 «i .<>^4 

2,285,519 

1,869,201 

2.219,156 

2,503.916 

229.440 

167.893 

104,752 

243.496 

355.407 

J64.U59 

2 J 3.153 

243,499 

239.. 4 85 

235.762 

S3.421 

47.032 

61,887 

72,620 

162,497 

477.720 

458,980 

409,838 

555.601 


j,86S,924 

1.826,539 

1,459,363 

1.663,555 

1.750.260 

70,882 





285,176 

138,832 

171,119 

160,848 

159.243 

1,512,866 

1,687,687 

1,288,244 

1,502,707 

t.591.017 

442,208 

578.415 

588,652 

5.89.940 

5S0.956 

ii, 955.074 

£2,266,102 

£1,876,896 

£2,092,647 

£2.180.975 
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COMPARATIVE 



ANNUAL APPROPRIATIONS OF AVAILABLE PROFITS, 1933-1937 : 

I. Transfer to Taxation Reserve . . ..*•••* 

II, Transfer to General Reserve . . 

III. Transfer to Reserve for Contingencies . 

IV. Transfer to Dividend Equalization Reserve 

V. Dividends on the ‘'A," "B," and "C” Cum. Preference Shares (less Income Tax) 

VI. Dividend on the Ordinary Stock (less Income Tax) . . . • • 

VII. Balance carried forward .....••••* 


DUNLOP RUBBER CO., LTD.— 

Issued Share and Loan Capital 

Surplus and Reserves — 

I. General Reserve 

II. Special Reserve — against investments in and advances to Subsidiary Compames . 

III. Reserves for Contingencies 

IV. Dividend Equalization Reserve 

V. Reserve for Inter-Company Profits in Inventory Valuations of Subsidiary Com- 

panies 

VI. Surplus, i.e. Profit and Loss Account Balance after providing for proposed 

dividends ............ 


SURPLUS OF CURRENT ASSETS OVER CURRENT LIABILITIES. 

I. Dunlop Rubber Co., Ltd. (pages 97 and 98) .... 

II, Consolidated Position (pages 103 and 104) .... 
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RESULTS. 1933—1937 (contd.) 


1933 

1934 

1935 

1936 

1937 

1 

i 

1 

1 

i 

403.956 

550,060 

419.761 

394.900 

495.815 

200,000 

— 

— 

100,000 

— 

— 

100,000 

100,000 

150,000 

250,000 

— 

250,000 

— 


— 

285.938 

290,625 

288,281 

285,938 

281,250 

486,765 

486,765 

478,914 

571.853 

562,479 

(8%) 

(8%) 

(8%) (8%+Bomjsi%) (8%+Bonus 1%) 

578.415 

588,652 

589.940 

589,956 

591.429 

;£i.955.074 

;f2,266,102 

;fi,876,896 

;f2, 092,647 

^2,180,973 


14.592.016 

15,040,412 

15.725.305 

16,166,158 

x6, 123, 398 

1,124,843 

1,124.843 

1,124,843 

1,150,832 

1,150,832 

2,000,000 

2,000,000 

2,000,000 

2,315,000 

2,315,000 

643,260 

645.443 

692,027 

790,106 

1,032,006 

— 

250,000 

250,000 

250,000 

250,000 ' 

369 

46,998 

32,922 

50,461 

70,062 

578.415 

588,652 

589,940 

589,956 

591,429 

jf4.346.887 

)f 4 . 655.936 

j£ 4 , 689.732 

)£S.I 46,355 

^5.409,329 


3.193.556 

8,067.034 


3 . 6 * 3.415 

8.433.194 


4,274,rtx 

9 . 505.539 


4 . 443.750 

10,098,642 


4.073.133 

10,361,210 







no DEVELOPMENTS IN ACCOUNTING 

Arguments Against the System 
One of the old arguments against the system was the fear that it 
gave information to competitors, but it was an argument that he 
personally had never been able to understand fully. His company was 
not telling competitors details of technical formulae, who the customers 
were, or what their trading terms were, and he could not see what 
information to the detriment of the company could be obtained from 
the published accoimts. On the contrary, it was the issue of accounts 
concealing information which was likely to give rise to rumours that 
might react against a cojupany. 

Another argument put forward against these comprehensive 
accounts was that they were all very well when times are good, but it 
was a different matter when times were bad. Why was that so? 
asked Mr. de Paula. No board of directors could harness the industrial 
tide, and every one had the past accounts, so there was no dif&culty 
in drawing comparisons. So far as he could see, the only time directors 
were likely to get into trouble was when they issued accounts which 
did not show the true position, and tried to make it look better than it 
really was. His o\vn feeling was that both from an ethical and a com- 
mercial point of view the publication of full and informative accounts 
was in the long run the only wise policy. 

Discussion 

This concluded Mr. de Paula's address, and he was asked by a 
member ; "In the event of a company acquiring a subsidiary and pay- 
ing a price well below par for shares — ^the company ha%dng a deficit on 
the Profit and Loss Accoimt — ^what provision should the holding com- 
pany make for the loss in the next account after acquisition ? ” 

Mr. de Paula replied that the purchase of the shares of a company 
with a deficit would obviously be made at a price which took the deficit 
into account, and therefore in the subsequent Profit and Loss Account 
no provision would be made at all. Upon consolidation, the deficit 
on profit and loss account would be set off against the discount on the 
purchase price of the shares. These two adjustments would be reflected 
in the goodwill item on the consolidated statement of assets and lia- 
bilities. 

Another member asked Mr. de Paula whether on the Balance Sheet 
of the holding company the special reserve against investments in and 
advances to subsidiary companies — shown in the Dunlop account on 
the left-hand side — would not be better shorvn on the other side of the 
Balance Sheet as a deduction from the investments and advances item. 

Mr. de Paula replied that the point was a good one. It was quite 
open to question whether the alternative might be better. 

Mr. W. H. Newton, F.C.A., proposing a vote of thanks to Mr. de 
Paula, said it had been a very illuminating address, and it was ex- 
tremely difficult to criticize anything that had been said. In dealing 
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with a paramount company like Dunlop, the arguments were admirable, 
but there was a difference between that sort of company and small 
group companies, to which disclosure of so much information 'might 
be disastrous. He confessed frankly, however, that in considering the 
form of accounts of holding companies, he had studied those of the 
Dunlop Company and found them of great assistance. 



Chapter VII 

The Treatment of Dividends and 

Income Tax in Published Accounts 

The following letters to ’‘The Accountant "and to "Accountancy" are reproduui 
as they raise points of interest upon which opinions differ. In the public interests 
uniformity of practice would seem to be desirable. 


I HAVE read vith great interest Mr. Smallpiece's 
article on the above subject in your issue of 19th July. 

The method that Rlr. Smallpiece recommends regarding Income 
Tax on dividends is orthodox and in line with what those in my genera- 
tion were all taught in our student days. 

The alternative method, which I have strong^ advocated for many 
years, is unorthodox, and it is a matter of opinion as to whether-or 
not this method shows the position more clearly to shareholders. 
Personally, I think it does, and I do not agree ■with Mr. Smallpiece 
when he says that this method of presentation "does not give a true 
picture of tte distribution.” 

In my book. The Principles of Auditing, I have endeavoured to 
make my riews on this matter clear. May I, therefore, quote from the 
Tenth Edition, pages 266 to 270 — 


Page 266 I 

’’ As regards the deduction of Income Tax from di'vidends, the Income Tax 
liability of a company is computed upon the basis of the company’s earnings 
and is in no ■way affected by its dividend distributions. The Income Tax 
deducted from di'vidends does not have to be accounted for to the Inland 
Revenue as is the case with loan interest and other such annual paymen'ts. 

A distribution of profits by a company is •taxed income in the hands of 
members and therefore, of course, has to be included in the individual mem- 
TCr s Income Tax return at the gross amount. Therefore, to declare a di-vidend 
less Income Tax is convenient, as it makes clear to members the exact amount 
■to be mcluded in ■their Income Tax returns. But from the company’s point of 
wew It is oriy -the net amoxmt of the di'vidend, i.e. the cash distribution, 
mat affects its financial position. For example, a di-vidend of 8 per cent less 
Income Tax at 5s. is exactly the same as one of 6 per cent tax free both as 

regards the company and each member. ...” 

Page 267 


arriving at a company’s net profit avaUable for distribution 
*n ^ o oe taken into account not only the reserves which the directors 
^ their discretion deem it expedient to set aside, but also the 

Income Tax, which cannot be less than, but may exceed, the 
° f ^ cotupany s s-ta-tutory liability. That -which remains for distribu- 
ton therefore js m truth and in fact a taxed, or what might be termed a 
*1° t *1, ^ 'vriter but elementary logic that that which is 

pmd out of that fund by way of dividend from which tax is deducted should 
UfcewTse be expressed as a net sum ” 
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' Page 269 

"Furthermore, it is submitted that from the practical point of view the 
^ inclusion of the proposal dividends less Income Tax makes accounts much 
simpler in form and easier to read. That this form of presentation is apprecia- 
ted by the public is evidenced by the widespread and enthusiastic reception 
it has received in the Press and by the general public, and, furthermore, 
by the fact that an ever-increasing number of companies are adopting this 
method of presentation." 

The exact effect of the combined appropriations is, I submit, 
equally clear under both methods Df presentation, by a simple means 
of comparing the " carry fonvard” at the beginning and end of the year. 
If a shareholder is incapable of doing this, I 'am afraid he tvill never 
understand any accounts, however carefully prepared. 

To "The Accountant,” 22nd Jttly, 1941-'' 

* * * 

I have read with great interest the letter upon this subject from Mr. 
Smallpiece and others and which appeared in your issue of the 4th inst. 

I also agree ivith the contention of The Economist that it is most 
desirable that a standard practice should be evolved. 

Regarding the standard suggested by Mr. Smallpiece and his col-' 
leagues, except for one point, I am in agreement and in fact have 
followed this practice for some years. 

Messrs. Smallpiece & Co. recommended that dividends should be 
shown gross in the appropriation statement and that it is immaterial 
whether the "tax recovered or recoverable" from the dividends is 
shown as a deduction from the gross provision for tax or from the divi- 
dends themselves. The criticism of The Economist is directed against 
the variety of present practice. If therefore a standard is to be evolved 
I suggest that we should make up our minds upon this point; which, 
in my opinion, is of importance. 

Personally I have always advocated that the Income Tax should be 
deducted from dividends and hence that dividends should be shoum 
"net" in the appropriation statement. 

My unorthodox view is that having earned a profit the State as a 
sleeping partner takes a share and what remains represents the balance 
available for dividends and appropriations. 


For example — 



£ 

% 

Net Profit . 

. 

• 

» 200,000 


Taxation 

• « • 


* 320,000 

60 

Reserve 

. 

• 

. 30,000 

15 

Doficlend (Net) . 

• 

- 

. 50,000 

25 




£100,000 

xoo 
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The taxation is a cash pa5mient to the Revenue and falls in this case 
in whole upon the equity holders and £50,009 is the cash payment to 
the shareholders, whether the dividend is declared less tax or free of 
tax. 

The object of deducting Income Tax from ordinary dividends is to 
make clear to each shareholder that the distribution he has received 
is out of a taxed fund and the dividend counterfoil therefore shows 
the gross amount that should be included in the shareholder s Income 
Tax return. 

From the compaUj^'s point of view the net dividend represent^ 
in my opinion, the true distribution, and to show the gross dividend 
in the appropriation statement and to reduce the provision for taxation 
’ by the amount of the Income Tax on the dividend, does not give a 
clear and realistic view of affairs but introduces, I submit, a confusmg 
and unnecessary comphcation. 

To "The Accountant,” 7th July, 1942 

* * * 

Reserves for Income Tax 

I have read with interest the article upon the above subject in your 
April issue. As the argument developed in the article appears to me 
to be founded on a misimderstanding of the recommendations of the 
Institute of Chartered Accountants, %vill you allow me respectfully 
to submit my observations? 

In the first place, it will be agreed that recommendations III (2) {&) 

. and (5) make it clear that provision for the estimated future hability 
to Income Tax is, in the Council’s opinion, a voluntary provision at 
the discretion of the directors. It is, in fact, merely a question of 
financial policy. The reasons for the recommendation of the adoption 
of the policy, it seems to me, are exactly in line wth the basic reasons 
which led to the adoption of the "Pay as You Earn” legislation under 
Schedule "E.” 

The problem arises solely from the fact that Schedule "D” assess- 
ments are based upon the previous year’s trading results, and therefore 
if, for example, in 1942 a company earned a profit of £100,000, followed 
™ ^943 by one of £5,000, the Income Tax burden upon the year 1943 
would be overwhelming if only the legal liability had been provided 
for in^ 1942,^ and the company might experience great difficulty in 
financing this heavy Income Tax pa3nnent. 

These chcumstances are an unescapable fact arising directly out 
of the method of assessment, and the only certain means of making sure 
that no such financial difficulties shall arise is to follow the Institute’s 
recommendation and hold back out of available profits the estimated 
future liability to Income Tax. 
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/ 

As I understand it, the Institute’s recommendation is put forward 
as representing the soundest financial policy, and it is not suggested 
for one moment that it should he considered compulsory. 

So far as the Profit and Loss Account is concerned, when the change 
is first made one year will have to bear income tax for two years, but 
thereafter each year ^vill bear only the estimated Income Tax upon the 
results of that year. 

Regarding the Balance Sheet, in accordance with recommendation 
(5), "any provision for (or in excess of) the' estimated future liability 
to Income Tax in respect of the fiscal year commencing after the date 
of the balance sheet should not be included TOth current liabilities but 
should be grouped \vith reserves or separately stated as a deferred 
liability and suitably described.” 

I cannot therefore understand how it can be said that the adoption 
of the Institute’s recommendation could create "what may well be a 
misleading item in the Balance Sheet.” Many companies wiU, no doubt, 
find it impossible to face the double burden of Income Tax involved 
in the change-over, but in the cases where this can be done could it be 
^ denied that that is the soundest financial policy? If so, should it not 
be regarded as the best practice? 

It may be that I have misunderstood the argument put forward in 
your article, and that what it means is that the counsel of perfection is 
not always attainable in practice. If that is the argmnent, then all wiU 
agree. 

When, after the last war, industrial profits fell suddenly and 
extensively, all of us who were then in practice will remember many 
cases where acute financial difficulties arose owing to shortage of funds 
wherewith to liquidate the heavy Income Tax demands. It was that 
experience that convinced me that the only sound policy was to hold 
back profits to cover the estimated future liability to Income Tax, 
and it is for this reason that I find myself in entire agreement with the 
Institute's recommendation upon this point. ’ 

To "Accountancy,” 17th April, 1944 



Chapter VIII 

Accountants and Accounts 

Letters to "The Accountant," 1942 

Tiffi article under this heading in The Economist of 
the 26th September, as” reproduced you on 17th October, deals 
trenchantly Avith a matter which increasing^ attracts public attention, 
if only for the reason that the best hope of remedying weaknesses in 
the present situation is to be achieved b}’’ bringing every angle of 
criticism and information to bear on the whole subject. There are 
few who would deny that an improvement in the current standard of 
accounting, and particularly in the current standard of disclosure in 
published accounts, is desirable : quite certainly, this view would not 
be contested by the overwhelming majority of those best able to judge, 
namely professional accountants, who are in daily practical contact 
with the details of the problem. But it may be suggested that it would 
be very regrettable if the large class of readers whose opinions are 
influenced by their reading of The Economist and of other financial 
organs (which, incidentally, quote The Economist article vith tacit 
approval),, should receive the impression that the article expresses 
the only possible point of view : for there is indeed another which it 
is the purpose of the present contribution to emphasize. 

In the first place, every unbiased observer must admit that recent 
years have witnessed a limited, but very definite, improvement in the 
general standard maintained. An interesting treatise could be written 
by way of detailed comparison in important selected instances between 
the form and content of published accounts in 1942 and that which was 
deemed satisfactory say a dozen years ago. It is pertinent to inquire - 
by what influence this manifest improvement has been effected. 
Certainly the Companies Act, 1929, has had something to do vdth the 
matter, but it may be confidently suggested that the requirements of 
that statute have not been the main force at work; it may be claimed 
that the real upward drive has been apphed from other quartersr 
Readers of the technical journals of the accountancy profession, such 
as The Accountant and Accountancy, expressing the views respectively 
of Chartered and Incorporated Accountants, must be conscious of the 
general desire of the profession that recognized standards should be 
, set and that investors and the public should be furnished ■with suitable 
information whereby, vdthin the compass of complicated facts, the 
position and progress of industrial undertakings would be more readily 
understood. 

The profusion, however, has no compiling powers, whatever its 
own con-victions may be, to enforce and carry them into effect, but it 
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has opportunities of suggestion and persuasion which, the public may 
be assured, are exercised to the full. Generally spealdng, progressive 
directorates have not been slow to take advantage of the advice thus 
tendered. Nevertheless, the hard and inescapable fact is that, subject 
to the narrow limits of the statutory minima, the powers of an auditor 
in the matter of the' presentation of accounts are persuasive only, and 
in the face of boards which may be timid of innovation or overborne 
by the weight of tradition, he is almost powerless. Under present 
conditions it is clearly incorrect to charge the profession with respon- 
sibility for admitted imperfections which are not of its own seeking. 

The writer of the article states that the profession has no very in- 
timate contact with accoimtants employed in industry but the profes- 
sion is not so backward as the article would lead its readers to suppose. 
For example, members of the Institute of Chartered Accountants 
have for long been conscious of the desirability of a closer co-operation 
between those members who are in public practice and others who hold 
responsible industrial and -commercial positions. In response to this 
feeling there has recently been formed by the Council of the Institute 
a Taxation and Financial Relations Committee whose terms of refer- 
ence lay upon it, subject to the authority of the CouncU, the duty to 
"maintain an effective liaison between practising and non-practising 
members of the Institute in regard to the financial problems of the 
business community." This Committee, -whose proceedings are reported 
in The Accountant from time to time, finds plenty of scope for its 
activities. It is very relevant to mention that of the forty-four members 
of the Committee and its sub-committees, no fewer than thirteen, 
including its vice-chairman, occupy positions of responsibility wth 
well-known industrial and commercial undertakings. The Provincial 
Societies are setting up similar committees which will likewise be 
strongly composed. 

The article rightly draws attention to the progress towards a high 
and uniform standard which has been made in the United States, but 
it does not mention the real reason why American development has 
been more rapid than British. Is not the explanation to be found in 
the interest which is taken by the New York Stock Exchange in de- 
manding an adequate standard of accoimting disclosure? The London 
Stock Exchange has done something, notably in requiring consolidated 
accounts from aH holding companies appl5dng for new quotations, and, 
if it would use the extra-legal power which it possesses, some of the 
objects which The Economist and the accountancy profession have in 
common view might more quickly be secured. 

The conclusion of the matter seems to be that improvement is 
desired both by The Economist and by all thinking men, including 
those in the accoimtancy profession : but the machinery for securing 
a rmifrom observance of a recognized standard does not yet exist 
Either we must await a new Companies Act, or, in the meantime 
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look to bodies such as the Stock Exchange to exercise pressure. It is 
the result which matters and it is the result, brought about by whatever 
means, which is desired by the accountancy profession. 

31st Oclober, 1942 

* 4 ! * 

With reference to Mr. Senior’s letter in your issue of 21st November. 
May I, in the first place, express my great appreciation for his 
courteous and generous references to myself. 

In my previous letter on this subject I did not intend to convey 
the suggestion "that progress towards a uniform standard should be 
left in the hands of the London Stock Exchange.” 

The point I was trying to make was that some form of compulsion 
would be essential in order to attain the adoption of a uniform standard 
by the boards of aU companies. 

The Taxation and Financial Relations Committee has this whole 
matter under active consideration, and Mr. Senior wiU, I am sure, 
agree vdth me that it would be unfair to prejudge the results of that 
committee’s work. 

I2th ’December, 1942 



Chapter IX 

Design of Accounts 

Article tii"Accowi{ancy,'‘ July, 1944. 


The accountancy profession \vill be greatly in- 
debted to Mr. F. Sewell Bray and Mr. H. Basil Sheasby for their ex- 
cellent book, "Design of Accounts/'^ and also to the Incorporated 
Accountants’ Research Committee under whose authority it has been 
published. Sincere thanks are also due to the distinguished Chairman 
of the^ Research Committee, Mr. Bertam Nelson, whose restless soul 
ever drives him into the vanguard of the forces of progress. 

This book represents an invaluable contribution to our professional 
knowledge and technique. Mr. Basil Smallpiece recently reminded us 
" that the essence of professionalism — that is to say, the real as distinct 
from the conventional connotation — ^lies in the holding in trust for 
society of a specialized technique and body of knowledge; and the 
, ^ responsibility of those engaged in a profession's always to see that the 
1; knowledge and the technique are developed for the common good, 
|iand are neither polluted nor misused, even at cost to oneself.” AH 
will agree %vith this apt definition, but some will feel very doubtful 
whether the profession has, in the past, done all that it should have done 
to build up and establish an accepted technique and body of knowledge 
for the assistance and guidance of its members. 

Individualism in the Profession 

The profession of accountancy is a very young one. It has been so 
successful and has developed so 'fast that the great majority of its 
members jiave been completely preoccupied ivith the conduct of their 
individual responsibilities ; in consequence, the profession has devel- 
oped upon entirely individualistic lines. Having qualified, each mem- 
ber has travelled on life’s journey and from his personal experiences 
has bunt up his own technique and body of knowledge. Thus, accoun- 
tants have become, to a high degree, individualists, which is immediately 
apparent whenever they meet to discuss any matters connected with 
their professional technique. This, it is submitted, is also the basic 
reason why practice differs so ividely, to the bewilderment of society. 

It is not surprising, in fact, it was inevitable, 'that development 
should have been so completely individualistic in character, as until 
the Society in 1937 set up its Research Committee and in ^1942 the 

* Design o£ Accounts. By F. Sewell Bray, F.C.A., F.S.A.A., and H. Basil Sheasby, 
A.C.A., A.S.A.A. Published for the Incorporated Accountants’ Research Committee 
by Oxford University Press. Price 12s. 6d. net. 
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Institute its Taxation and Financial Relations Committee, the profes- 
sion had not established any bodies for the development of research 
and education comparable with the research departments of Universi- 
ties. In consequence, no provision was made for the building up of an 
accepted technique and body of scientific knowledge. In recent years 
the profession has felt the need for a pause to think out many of the 
problems that have been perplexing each one of us. Further, the pres- 
sure of public opinion has directed the thoughts of accountants tow'ards 
tlie development of greater uniformity in our profc^ional technique, 
in particular regarding the form of presentation of the accounts of 
companies. 

It is for these reasons that the publication of tliis book is so very 
timely and helpful. It represents a valuable addition to our professional 
knowledge in a field that is receiving close consideration at the present 
time not only by accountants but bjf the legislature and the general 
public. Mr. Bray and Mr. Sheasby arc to be congratulated upon botli 
the general design of the book and the detail of the text. It is certain 
that this work will be invaluable to all accountants and students, and, 
in addition, it wiU be of groat interest to a wide publiCr particularly 
to directors and secretaries of companies. 

Mr. Richard A. Witty, President of the Society of Incorporated 
Accountants and Auditors, has VTitten a graceful and thoughtful 
preface in which he points out that “in recent years, discussion as to 
the use of accountancy technique has largely centred on two questions, 
" namely ; (i) the inadequacy of published accounts, and (ii) the use of 
accountancy data for management purposes, as a basis of action and 
inot merely as a record of the past.” Mr. Witty also states tliat " it was 
\vith these objectives in mind that in 1937 the Research Committee com- 
menced to publish a series of accounting forms which have since been 
widely used and ■which have, as a result of practical experience, been 
developed into the accounts shown in this book.” All will agree TOth 
his fvmther observ'ation that "within the profession, too, there is need 
for discussion, particularly between members in practice and members 
who, through service in industry, are in close contact with the detailed 
problems of industry.” 

The Principles of Design 

^ In the first chapter the authors discuss, in an able manner, the 
principles of design. They point out tliat “ one of the objects which the 
accurate design of accounting documents has in ■view is to ascertain 
those relations between groups of figures by which ■the course of opera- 
tions over both short and long periods of account may be interpreted.” 
, They also state that “all accounts should have in ■view both simplicity 
^ disclosure of information sufficient to enable proper inferences to 
, be drawn. In order that essentials may be readily grasped, the main 
accounts should be relieved of details that make them difficult to take 
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in.” These maxims are the roots of good design and should be imprinted 
upon the mind of every accountant. All ^vill agree with the authors’ 
views that "it is the duty of directors to render a plain and intelligible 
account ‘of their conduct of a company’s business ... It has been' 
well said that the control of business enterprise conducted in the form 
of public companies requires the publication of adequate and intelli- 
gible accoimts and that this is but one return for the privilege of limited 
liability.” 

The authors wisely stress the great importance of grouping and 
simplicity. They rightly discard any question of standardization of 
form, but aim at uniformity of information, uniformity of classification 
or grouping, and uniformity in the choice and use of terms. Of all 
things they abhor "uninformative omnibus headings.” The benefits 
of grouping and simplicity are so obvious that it is smprising that so 
many published accounts are still drawn up in accordance with the old 
uninformative methods. 

Published Accounts 

In the past, little attention has been paid to the form of published 
Profit and Loss Accounts, but Mr. Bray and Mr. Sheasby rightly con- 
sider that here also design is a matter of great importance. They stress 
t he im portamce of sho%ving clearly t he o peration^ profit quite di stin ct 
fron:^_non';pperationaT"items, transfers to and from reserves, etc,, and 
also tiiey state "that ""eve^ effort should be made to show the manner 
in which the true operational profit is built up.” They, therefore, 
recommend that the following should appear plainly — ^net sales, cost 
of materials, labour, works expenses, sub-contracts, selling and dis- 
tribution expenses, cost of administration and management and cost 
of finance. As regards the form of published revenue accounts, the 
foregoing is no doubt the ideal, but accounts upon these full lines could 
be achieved generally only by amendment of the company law. In this 
connection it is interesting to note that the Chairman of Imperial 
Chemical Industries, Ltd., recently disclosed the revenue figures of 
his great group of companies much upon the foregoing lines, which are, 
of course, closely in line -with standard practice in the U.S.A. 

There is one direction in which many readers may feel disappointed 
and that is as regards the important subject of the accounts of holding 
companies. Only one paragraph is devoted to this burning question, 
but the reason may be that this matter is to be the subject of further 
research. It is hoped that that is the intention and that we may look 
forward to a publication upon this vital subject which %vill include 
suggested forms for consolidated Balance Sheets and Profit and Loss 
Accounts. 

Interpretation of Accounts 

A separate chapter of the book deals with the important subject 
of the interpretation of accounts, which is of particular concern to 
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the management of a business undertaking. This is a subject that has 
not received from the profession anything like the degree of attention 
that it deserves. 

The authors, in this connection, give a most helpful description of 
the use of accounting ratios. Most accountants rvill agree \vith them 
when they state that “in this country the use of accounting ratios 
is still somewhat of a novelty. ... It is, therefore, not inopportune 
to suggest that professional accountants should examine a little more 
closely this idea of accounting ratios, more particularly in relation 
to the analysis of Balance Sheets and income statements." 

Specimen Forms 

The book includes a number of specimen forms of accounts, includ- 
ing a specimen form of a companj' Balance Sheet as related to the re- 
quirements of the Companies Act, 1929. The provisions of the Act 
as regards the profit and loss account are also given. Students, par- 
ticularly, should find this information most helpful. There are also 
specimen forms of published company Balance Sheets and Profit and 
Loss Accounts, the form of presentatioh of which is excellent. 

Lastly, the book includes specimen forms of accounts for trventy- 
five specific ■undertakings, including executorships and trusts. In this 
part of the book the authors have broken new ground, and it is certain 
that these forms will be of great assistance to- all accountants. The 
design of these specimen accounts is excellent : they are simple, clear 
and practical. 

In an appendix, there are reproduced the recommendations on 
accounting principles Nos. I to VI of the CouncU of the Institute of 
Chartered Accountants in England and Wales. By this means the 
recommendations of Mr. Bray and Mr. Sheasby can be compared with 
those of the Council of ■the Institute. 

The profession will hope that the Research Committee of the Societyi 
ha^vmg made such an excellent start, voU be encouraged to continue 
its invaluable research work. In ■view of the vast changes taking place 
in 'the world it is ■urgently necessary that the accountancy profession 
shorild m^e sure that it is fuUy equipped to meet its ever-increasing 
responsibilities. It is obviously ■wise, therefore, for accountants to 
reconsider and strengthen their specialized technique. 



Chapter X 

The Interpretation of Accounts 

A paper delivered, before the Institute of Book-keepers, Ltd., on March, 1926. 


It may be said that the interpretation of accounts 
is the art of making figures speak, and figures will speak to those who 
understand the language. All the work involved in connection with the 
detail records of a business is largely wasted unless the results shoum are 
properly interpreted. 

Before proceeding further I think it well to point out that bothjhe 
Profit and Loss Account and Balance Sheet of a business are.based upon" 
estimates. In connection wth the Balance Sheet — as regards^the lia- 
bilities — estimates play a veiy small part. If the books are properly 
kept there is no difficulty in ascertaining exactly what tl^e liabilities 
amount to. Tljere is only one t3^e of liabiUty where estimates come in, 
and this is a cpnUngentjjne. For example^ if in connection with some 
conlracFor transaction a ffispute has arisen and litigation is pending, 
it is not possible at the date when the Balance Sheet is being prepared 
to ascertain the final result of the transaction. It is necessary, therefore, 
in this case, to make an estimate. As regards the assets of a business, 
these have to be valued for Balance Sheet purposes and of necessity 
these valuations must be based upon personal opinion and judgment. 
Both the Balance Sheet and Profit and Loss Account are directly 
based upon these estimates and therefore the Balance Sheet shows 
the estimated position and the Profit and Loss Account the estimated 
profit or loss. These facts are not commonly appreciated, and are 
elements to be considered when perusing accounts. 

The_ important fa ctor w ith regard to a B alance Shee t is the man 
behind it. IflhiTinHividuai is prudent, wise, careful and sound in his 
judgment, then a reliable Balance Sheet will be the result. If he is 
careless and slipshod, an unreliable Balance Sheet will result, and if he 
is a rogue, probably a fraudulent one Avill be presented. Therefore, it is 
impossible to come to final conclusions in the interpretation of accounts 
unless one can get behind the accounts, as is the case with a professional 
investigation. In this case it is possible not only to see exactly how the 
figures are made up, but to form an opinion as to whether the estimates 
upon which the accounts are based are sound. The professional accoun- 
tant ^vill interrogate the individuals responsible for framing the 
estimates, and in this way can form an opinion as to whether such 
estimates are reliable or not. Apart from a professional investigation, if 
the accounts are properly framed there is a great deal of information 
which can be gleaned from them by means of a proper interpretation. 
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The^need for a detailed inte^rctation of^the accounts of a 'busin ess 
arises in various ways. Ob\dously, it is necessary for the management 
of the business to read their accounts, and in this way to obtain all 
the information possible, not merely.fr om t he po int of view of wha t has 
happened in the past but becan^ th^_histoiy',o{ the. past is.a.guifei2^ 
the future when deciding policy and in preventing w-astc, mismanager.., 
ment and weakness. 

If a business man is considering the purchase of a business, joining 
a firm ^ a partner, lending money, or granting extended credit, one of 
the first things he will do, if he is wise^is td^ ask for the production of 
the accounts of that business for a period of years, in order that he may 
ascertain the position of the concern. It is very common in these days 
also, to caU for a professional investigation of such accounts. 

In order to interpret the accounts effective^, it is necessarj' to have 
the figures for a period of years. The accounts for one year alone ^vill 
give information, but thej'^ will not can 3 ' one very far. If, however, 
the figures are available for a number of j'ears, it, is the n poss ible Jo„ 
see the tren^or inovement, that is to say, whether the position is steady, 
expanding, contracting or fluctuating. Assuming that the accotmts 
of a business are available for four or five years, the figures should be 
re-cast and set out in columnar form and against each column percen- 
tage calculations should be inserted. If the figures are set out in this 
way, every fluctuation or variation can be seen at a glance. 

pealing first with the revenue side of the business and assunaing 
it to be a manufacturing concern, there are three distinct departments; 
firstly, the manufacturing side, secondly the selling side, and thirdly 
the administrative side of the business. Each of these three departments 
must be efiicient if maximum results are to be obtained. It is of little 
use to manuf actme efficiently if the selling side of the business is weak : 
on the other hand, the selling side cannot be eSective if the standard 
of the production does not meet the requirements of the market. 

The administrative side is responsible for the general administration 
of the business, and here again efficiency is essential. 

Taking first the Manufacturing Account, as explained, the figures 
for a period of years will be set out in columnar form tmder the following 
headings — 

{a) The cost of the materials used during the j'ear or period. 

This figure will represent the opening stock of materials plus pur- 
chases, less the closing stocks. 

{b) Productive labour. 

(c) The factory overhead charges. 

These will include all expenses in cormection with the factory such 
as power, lighting, heating, plant maintenance and depreciation, 
general labour, factory rent, rates, taxes, etc. 
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To the total arrived at as above mil be added the cost of the work 
in progress at tlie commencement of -the period, deducting the cost of 
the work in progress at the end of the period. The final total will 
represent the cost of the work completed during the accounting period. 

If in the business there is only one unit of production, then each 
item in the Manufacturing Account can be divided by the total number 
of imits produced during the period, and worked out, therefore, as the 
cost per unit. If, however, there is a variety of production, then the 
various items commonly are calculated as percentages. 

An examination of the figures for a period of years, set out in this 
way, will give valuable information as regards the manufacturing side 
of the business and the variations and fluctuations can be seen at a 
glance. If the manufacturing side is efficient, the tendency should be 
for costs to reduce and by an efficient and sound buying policy the 
cost of materials may be reduced. By effective wor^ management 
waste of labour can be eliminated. Naturally, both of these figures 
may be affected by fluctuations in prices and labour rates, and this will 
be reflected in the accounts. 

As regards the overhead charges, these require careful scrutiny. 
With an old-established business there is always a tendency for the 
overhead charges to increase, but by effective supervision economy can 
be obtained consistent mth true efficiency. 

In examining the Manufacturing Account it should be noted from 
year to year what proportion the factory overhead charges represent 
to the priihe cost, and whether this ratio is rising or falling. 

Turning to the trading account proper, or the selling side of the busi- 
ness, the factory cost of the completed work in total is debited to the 
Trading Account and the sales less returns credited. At the same time, 
sales stock at the beginning and end of the period is debited and credited 
to the account. The Trading Accormt thus shows the gross profit or 
loss on the total sales for the period. Obviously, in examining the 
trading accounts one would look to see whether the turnover was ex- 
panding, contracting or fluctuating. The amount of the returns is 
important, as if the proportion of returns is increasing, it is an un- 
healthy sign and may indicate faulty, manufacture. 

The gross profit for each year should be worked out as a percentage 
of the turnover and the percentages from year to year should be care- 
fully scrutinized with a view to seeing whether the percentage of gross 
profit is sufficient to cover the selling and ^toinistrative charges, f 
and whether this percentage shows a tendency to increase or decrease. 

In studying the trading accounts it may be found that the turnover 
is falling, in which case it is necessary to endeavour to ascertain the 
cquse. It may be that the selling side of the business is not working 
efficiently: it may be faulty manufacture, bad trade, or that selling 
prices are too high. In such circumstances it is most important that the 
management should go into the whole question thoroughly and upon 
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ascertaining the facts they must decide their future policy; it may he 
sound policy to reduce prices on order to increase the volume of prc^ 
duction. The gross profit or loss ^vill be carrifed down to the Profit and 
Loss Account, which will be credited with any miscellaneous income and 
debited with selling and distribution expenses such as travellers 
salaries, commission and expenses, advertising, discount, had debts, 
carriage and freight. The whole of these items should be in one group. 
The second group would comprise aU the administration charges of the 

business. . 

The selling charges should be worked out as a percentage to smes 
and this percentage compared from year to year. The selling and dis^ 
trib ution..charges may be increasing, but this is quite -satisfactory u 
. there is a proportionate increase in sales. It is, however, a very un- 
satisfactory position if seUing and distribution charges are going up 
and sales are coming do^vn. It is possible for considerable sums to e 
expended upon advertising wth very small results, if we do not adver- 
tise in the right and most effective way. 

The distribution charges should be examined in detail and ^ 
fluctuations noted and inquired into ; and these items, again, should e 
worked out as a percentage to sales. 

The final result of the Profit and Loss Account, of course, is to show 
the net profit or loss, and the trend of these figures from year to year 
should be carefiilly noted. If net profits are sho^vn it should be calcic 
lated as to what 5deld these profits represent upon the capital employed 
in the business. For instance, a net profit of would be very 

satisfactory on a capital of £20,000, but a similar profit upon a capitm 
of £1,000,000 would be a very poor result indeed. To justify itseli, 
a business should show net profits which represent a fair yield on the 
capital employed. 

In studying this side of a business one is endeavouring to ascert^ 
the general nature of the concern and whether it is steady, expanding 
or contracting. When stud5dng these accounts for a period of years, 
it is necessary to bear in mind whether there have been any exceptional 
circumstances in any of the periods, such as a trade boom or exception- 
ally profitable contracts, or, on the other hand, a trade slump or ex- 
ceptionally unprofitable contracts. These factors must be borne m 
mind in gauging the future prospects of the business based upon its 
past results. In some cases there are important factors which may 
materiall3' affect the future results. For example, if a business is ex- 
ploiting a new patent, its earning capacity may be seriously affected 
upon the expiration of the patent. In the same way, some businesses 
are very dependent upon the situation of their premises, and if they only 
hold a lease the earning capacity may be seriously affected upon the 
expiration of the lease. In some cases the personal influence of the pro- 
prietors is a large factor in the revenue earning capacity of the business 
as a whole, and a material fall in profits maj' result on the death or 
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retirement of the leading personality in the concern. In studying the 
accounts of a business, therefore, with a view to gauging its future 
prospects, it is most important to bear such factors in mind. 

Turning now to the Balance Sh eet. Here again the figures should 
be' re-cast upon a uniform basis and set out in columnar form, so 
that the trend and movement may be readily seen. The fixed assets 
should be set out as one main group showing the total undeHhis Keadl' 
The second group should be the current, assets and the third group 
should show unreprjKented expenditure, such as preliminary expenses, 
underwriting 'oommissidn, discounts on an issue of debentures, debit 
balances on Profit and Loss Account, etc. On the other side of the_ 
Balance Sheet, again, there should be three groups, firstly, fixed, capital. 
This is permanent capital, such as share capital and long-term deben- 
tures. The second group should comprise current, liabilities,, such as 
trade creditors, bills payable, short-dated loans, bank overdraft, etc. ; 
and the third group should comprise undistributed profits — that is, 
the general reserve and a credit biance upon Profit and’Loss Account. 

It is a common practice in America to set out the Balance Sheet 
figures in this form, and sho\vn in this' way essential factors are clearly 
revealed as regards the financial position of the business. For example, 
one of the most important points as regards any Balance Sheet is the 

ratio of c urr--”^ •' ' trend of this ratio 

from year to; ^ ; •••• ■ 

The position is that a business starts mth a certain amount of 
fixed capital arid a proportion of this becomes locked up in fixed assets, 
but a sufficient amoimt of worldng capital must be left to finance the 
business operations. 

In studying the Balance Sheet as re-cast, it can be seen at a glance 
what is the amount of the fixed capital, how much is represented by 
fixed assets and what is the amount of the working capital which is 
represented by the current assets less current liabilities. If the ra tio 
_of_ current li abil iti es to cur rent assets is rising, this is a (fenger sign’ 
and'.may. indicate over-trading. Trirboorii Bmes, such as happened 
after the late war, over-trading is very common and may have most 
disastrous effects subsequently. This position may arise in this way — 
trade is very brisk and orders are pouring in, and the management may 
well feel that this is the time to reap the harvest. In order to expand the 
turnover it may be necessary to enlarge the works and purchase addi- 
tional equipment and the total capital invested in fixed assets therefore 
rises. If further fixed capital is not raised, the result must be that the 
working capital is encroached upon. If the boom continues it may well 
be that the turnover rapidly expands, but in order to cope \vith this 
a larger working capital is necessary as stocks and book debts increase 
proportionate uith the expanding turnover. In these circumstances 
the business of necessity will have to stretch its credit to the limit and 
probably an increasing bank overdraft and a material increase in the 
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total of the current liabilities ^viIl be the result. During the continuance 
of the boom it may well be that large profits are shown by the accounts, 
but after the boom comes the slump, when the business may find itself 
in a most precarious position. 

The probability is that large stocks are held, but prices are falling 
rapidly and great difficulty is experienced in selling the stocks, and 
serious losses may result. The customers of the business viU also be 
affected by the slump, and difficulty wifi, be experienced in collecting 
book debts and heavy bad debts may be incurred. The creditors of 
e concern %vill also be affected and may commence to press for pay- 
meiff, and, if any of them become uneasy as to the financial position 
0 the concern, they may take legal action. If a large bank overdraft 
IS m existence it may weU be that the bank ^ demand a reduction in 
e overdraft, and if the bank or any of the creditors do take action, 
en m rach circumstance it may be that the whole business will 
collapse like a pack of cards. 

'viU be reflected in an increase in the ratio of current 
^ a ties to current assets. You will appreciate, therefore, that an 
mcrease m this ratio is a real danger signal. 

When studying the Balance Sheet figures in more detail it should 
k! natures of the various fixed assets and what is the 

if valuation ; this should be cost less adequate depreciation, 
in the case of sucKfixed assets as plant and machinery, the books 
show the cost, and depreciation rates should be fixed 
. . residual value over the estimated 

r g e o ■&e assets. Adequate provision for depreciation is of 
co^e an ^ential factor in studying both the Balance Sheet and the 
profit and Loss positions. 

The fixed a^ets may include a wasting asset such as a mine. In 
tion of ^ common practice not to provide for deprecia- 

reason of \ natiually, depreciation is resulting by 

siderinetfip^-R nmerals are being extracted. When con- 

provided for depreciation is not being 

the VroM^o^ fonnd amongst th e fixed assets, and 

tant. Ifx-ouw Ri ® bears to tte total fixed assets "Slimpor- 

share capital <?foon f ^ ^ did recently, where the ordinary 

you would be wncp + ^d goodwill at just under that sum, . 

sund^Stom! Sik of bank balances, 

trend of these figures, in P process, etc., and the 



tained and if this ratio is 


increasing, one should endeavour to ascertain 
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the cause. An increase in this ratio may. indicate inflation of stock 
values or an accu mulation of dead stock; that is to say, out-of-dale 
stock which it is very difficult to sell. 

Another important rati o is that of boo k debffi to turnover. There 
should be a definite ratio and if this is iMreasing it is'an unheaTthy sign. 
It may indicate ineffective collection or that proper supervision fs not 
being exercised as regards the opening of credit accounts. The selling 
department of a business can easily expand the turnover by the in- 
discriminate opening of credit accounts, but the inevitable result may 
be heavy bad debts. If bad debts are to be kept to a minimum there 
should be careful supervision in the opening of credit accounts and in 
subsequently watching and collecting the book debts. 

Coming now to unrepresente d expend iture. Here obviously, it is 
a question of the nature of these items and the proportions, and whether 
this total is increasing or decreasing. 

Turning to the other side of the Balance Sheet, and assuming that 
we are dealing Avith a limited liability company, consideration should 
first be paid to the fixed capital group. Here it vdll be seen what is 
authorized and issued share capital. It should be noted whether the 
whole of the capital has been issued or not and whether the issued 
shares are fully paid up or not, as if, for example, the shares are only 
partly paid, there is a fund which can immediately be called upon to 
meet the business needs. If there are unpaid calls, and especially if 
'they are considerable in amount, one should endeavour to find out 
whether they are recoverable. If there are preference shares and they 
are cumulative, it is ■wise to ascertain whether the dividends are in 
arrear and if so, to what extent. This may be a very material factor 
from the point of view of the ordinary shareholders. If, for example, 
the preference dmdend is ten years in arrear,, the prospects probably are 
not bright as regards the ordinary shareholders obtaining any return 
in the near future upon their investment. If debentures have been 
issued this is bound to affect the credit of the concern. One would -wish 
to ascertain whether the debentures give a fixed charge on certain assets 
or a floating charge over the whole of the assets and also when and under 
what circumstances the debentures are repayable. If, for example, 
the redemption date is near at hand, and no sinking fund has been 
created, the financial position of the concern may be seriously affected 
when the time for repayment arrives. The„money originally received 
from the debenture holders -will have been expended in the business and 
in all probability it -will be impossible to find the necessary cash in the 
business itself. In these circumstances, in order to repay the original 
debentures, it would be necessary to borrow from some other source ; 
but, if the business is in a weak financial position, d iffi culties may arise 
or it may be only possible to borrow on far less favourable terms. ’ 

As regards the current liabilities such as trade creditors, etc., the 
general trend of these figures from year to year should be noted and, as 

10— ^ 
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already indicated, the ratio 

draft it should be shouTi separately and one 

v.-hatsecurit5Mvas held by the bank to see these 

steadUy mcreasing. veiyr long life. Thejo^ 

up to the hilt does no^as a rule na J strengthen the^ole 

business is constantly biding up JJ^^^^,7-^^tionai^'ri^g 
hhandal position of the concern ^^d supply admuon 

nath^h totoc^and expgndits^^e^^^^^ 

' "If one were investigating the accoi^ to the shareholders 

-ports beta* far more m- 

formative. . . *!,£ lines I have in- 

If the accounts of a business are exam possible to see 

dicated, provided that the accounts are ^ ^ oj. the reverse, 

clearly the general trend and whether it is satisfactory 
trUbi to see rvbat hao-e »“'• 

Balance Sheet position, Mhether this « OTSsMe to go behind 

asl have already ‘‘ to ioterr^te the 

the accounts, to examine the boohs =““ tecora estimates 

officials responsible for “““‘t ^ssible to form a 

upon which they axe based. Onl> in tins v aj^ is i P ^^.|,ether the 

considered judgment and to come ° ^ not possible to 

position shown is a true one or not. If, ' , ^ properly 

obtain access behind the accounts, if t^e inionnation to 

drawn up and they are honest, there is a gr indicated Tliere is 
be glesaned by interpretation upon the lines 1 much 

a tendency for tlie published ° tSt^they are dravm up so 

condensed and there are many who hold that 1 e> ^e a 

to give a minimum of information. In some q _„wis]^ed Balance 
blamed for this, but it is not a true ebarp. as vou often 

Sheet of a company is not the Balanrc- Sheet of ^ director^. 

bear it referred to as, but it is the Balance Sheet of Jhe d re - 
auditor has no power to alter one figure p word m the d ^ 
Balance Sheet. If he docs not approve of the Balance Sheet 
course is fo go into the mailer with ij^uditor. 

reasonable and honest they will. a.s a rule, be i- - 3 „,.ditor has 

If tlv‘ directors refuse to accept liis recommendations, j! 

no F-wer to alter the Balance Shed ; but, if m his o^mionihe B. 

Sheet does not show the tnic position of the comixanv. thei 
deal ir-ith this matter in his rei>ort to the shareholders. Iho ‘ 
howivcr. c.anncit n-jKtrt tu tlic shracholdcn; that the 
undnlv cor.dcTjf.'Hl .and that additional infonnrition slmtild p , 

Tb- weitht of public opinion is tnaV.ing itself felt, and _ % 

V for luoro informalinn in published accounts. The , 

accounts impo'.-ible, but in my opinion them is room for impios .*< . 
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in the form in which published Balance Sheets are presented, and evo- 
lution upon these lines would greatly assist in the interpretation of the 
accounts of commercial concerns. 

The policy of secrecy has been over-stressed and in my opinion is 
unwise, and in the interests of aU the various parties in industry, 
honest and open accounting is, in my submission, the wse policy for 
the future. 



SECTION II 

FINANCIAL PLANNING 
AND CONTROL IN INDUSTRY 



Chapter XI 

The Place of Accountancy in 

Commerce 


A kcititc 




The subject I have chosen for consukrctton 
• -uf ic flip -Dlace of accountancy in commerce.^ Th^-rc have becfi 
conquerable dewlopments'“inTccbuntancy-'auring the part fifty years 
Tfhe commercial world is attaching an increasing importance to tnjs 
Srt of business organization:^ Accountancy has also tn 

• f^nf <;iihicct in the modern University commero?! isd 

TtS the comn.ercW world is taWog an aclr.. irr-r, i. 

is shown by the fact that the chair recently vacated by oar d;nj.o^ 
miisbed chairman, and to Avhich I have had the honour to be epyebit-j, 
vas endowed by the late Sir Ernest Casscl, who iiar a mert prcirirrsA 

figure in the world of commerce. _ 

The subject of accountancy is a far wiecr one liian h rcr/rais*, 

, onri 1 therefore propose to describe hrirSv tbp 
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The, industrial revolution of the nineteenth centuty TOtnessed an 
enormous development in commercial activities and individual busi- 
ness concerns expanded to a size never previously contemplated ; the 
introduction., of_theJimited,liabilit3^ company greatly facilitated the 
Raising of capital for industry and thus provided the funds necessar}^ 
to finance this expansion. 

The great development in commimications and transport has 
brought far distant markets into touch with one another and has thus 
expanded the international side of trade| On the other hand the com- 
mercial development of the world has introduced keen international 
competition. During the nineteenth century and the commencement 
of the present century, commercial history reveals an ever growng 
expansion. The recent war and its aftermath, however, dislocated 
trade in a way which had never been visualized and created con- 
ditions of extreme difiiculty, as to which the world of commerce 
had no previous experience. In consequence of these various fa.ctors 
there can be no question but that the conduct of trade to-day is far 
more intricate and difficult than ever it was before. ' 

/ In the course of this process of evolution, the organization of busi- 
ness has had to be altered, expanded and adapted to meet these chang- 
ing conditions, and experience has shown that an essential part of the 
organization 'of a modem business Js a sound ac c ount ing_sv.stein... 
impossible succe^fullyjo qontroljajbusiness wthout such, a system^m , 
' the same way that it is impossible to navigate a.,.ship \vithout a chart 
and a compass. The financial ship of to-day has to be steered through 
most difficult and dangerous waters. I 

During the past Mty years accounting methods have greatly 
developed and the value of accountancy as a part of commercial organi- 
zation is being felt increasingly. In earher days business men con- 
centrated upon book-keeping records dealing irith their transactions 
\vith debtors and creditors and complete systems of book-keeping upon 
double-entry lines were not by any means common. A stocktaking 
was efiected annuffily and the assets of the concern were valued approxi- 
mately, the liabilities deducted and thus the surplus of assets was 
arrived at. The progress of the business was roughly gauged by noting 
the increase or decrease in the surplus of assets over liabilities. In 
these early days the living expenses of the proprietor of the concern 
and his family generally were all included rrith the running expenses 
of the business and no Profit and Loss Accounts or proprietors’ Capital 
Accoimts were prepared. .. 

An important factor in the evolution of accountancy was the intro- 
duction of the limited liability company, as the Act provided for the 
. appointment ofan "audifaf^-b-efiaroT the shareho'lders. This legis- 
/lation, together with the great increase in the number of concerns 
registered under the Companies Acts, were important factors in the 
rapid development of the accountancy profession. During the past 
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fifty years an ever increasing number of concerns, for the first time in 
their history, have apppinted professional accountants to audit their 
accounts. This fact undoubtedly has resulted in the introduction of 
up-to-date accounting methods in business and has proved to the com- 
mercial world the great value of a sound accounting system. Another 
im portant factor in the modernizi n g of the accountin g sys tem s'liT 
commerce ha s been t^ e ver increasin g direct , interest of the State in 
evCTy commeraal concern. ^The great inc rease in direc t "taxation 
h^ forced business men to keep proper accounts as a means to aTmr 
assessment to taxation, and the State has brought pressure to bear 
in this direction. 

During the past fifty years the accounts department has become 
of growing importance, but in my opinion aU the possibilities of this 
organization have not yet been fully realized by the commercial world 
and there are great possibilities for further development. In this move- 
ment the professional accountant is in a position to play an important 
part, as-in his practice he obtains experience of many businesses and 
their methods. Further, his professional training is directed towards a 
scientific study of every aspect of this subject. One of the most marked 
developments in commerce during recent years has been the remarkable 
growth of the accountancy profession and the increasing reliance 
which the commercial world places upon the advice of the professional 
accountant. He is therefore in a position to exercise a powerful in- 
fluence in the direction of further development, but real progress is 
impossible until the commercial world itself is convinced as to the great 
possibilities of accountancy and the great help which it can give to the 
management of every business concern. 

In the past and to a material extent at the present time the accounts 
department is not regarded as one of prime importance in the general 
organization of a business. Its functions are mainly concentrated upon 
recording transactions with debtors and creditors which obviously 
must be kept up to date, and the keeping of the ordinary system of 
accounts, leading up to the preparation of the annual Profit and Loss 
Account and Balance Sheet wth a view to ascertaining the trading 
results for the year and the financial position. In this way the accounts 
department merely serves the purpose of recording completed tran- 
sactions and shondng in due course what has been the result of the 
commercial operations of the past. The accounts department under 
these conditions is merely a book-keeping organization. It plays but 
a small part in the practical management of the concern and is a lways 
lookingjjackwards and n ot fonvards ; that is to say, upon the comple- 
tion of transactions the accountant ascertains the result, but he is hot 
consulted or concerned prior to such transactions being entered into 
and he has little influence in deciding the future policy of the business. 

In such circumstances the work of the accounts departmenf is of 
a mechanical nature and in consequence a high grade staff is not 
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essential. The most efficient members of the staff of the business are 
placed in the executive departments and the accounts department is left 
with a staff of poorer quality. This position is reflected in the salaries 
paid. The highest salaries are paid as a rule in the sales department, 
'and the accounts department is the most poorly paid of all. 

There are many who are of opinion that there is something wrong 
with commercial organization in this country to-day and that in order 
to survive in the difficult conditions w'hich exist, commercial organiza- 
tion must be modernized and strengthened. In this coimtry we have 
a long commercial history and have through many generations accu- 
mulated great experience, but we are very conservative and slow to 
change our methods. 

In my opinion one of the weaknesses in commercial organization 
generally in this country is in accounting. Already, many important 
concerns have realized this fact and have reorganized upon modem 
lines, but in the great maj ority of businesses, in my view, the accounting 
systems are old fashioned and quite inadequate to meet present day 
needs. 

Reorganization should be upon the lines of raising the whole status 
of the accounts department, which should rank equally wth the pnn- 
cipal executive departments. The chief accountant should not be 
merely the head book-keeper but he should be the chief financial officer 
of the concern, being responsible to the general manager for the whole 
of the finances of the busiaess and its financial control. To fulfil these 
functions the highest grade staff would be essential. In fact, the need 
is for brains in the accoimts department. The chief accountant should 
not only be master of the technicalities of accounting but he should 
have a wide knowledge of business organization, business generally 
and finance, and further, it would be necessary .for him to have a highly 
trained staff under Mm. 

The chief accountant should be directly responsible to the managing 
director or general manager for the whole accoimting organization and 
he should represent finance, it being his duty to report upon the finan- 
cial aspects- of every proposition under consideration. The chief 
accountant should be the financial adviser of the managing director or 
general manager and should be present at all staff conferences. His 
position should be equivalent to that of the Chancellor of the Exchequer 
of a government. 

In practice the accoimts department commonly serves merely the 
purpose of recording transactions and is quite distinct from the finan- 
cial control of the business, whereas accounting and finan^ shquld^be 
merged and no executive action sh oul d^ be taten until the whole finan- 
cM ^p^t has been inv^tigaTed andV^orted 'up*on^ the accounts 
department, fri this way many pitfalls can be avoided and the accounts 
department can render most valuable service to tHe^ Thief executive 
officer and to the heads of the other departments. 
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Finance is the basis of commerce and yet in the organization of the 
majority of businesses there is no specific financial voice. The managing 
director or general manager, the heads of departments and the direc- 
tors are expected to be financial experts, whereas often, in fact, they 
have not had any training in this branch of commercial organization 
and many of the glaring mistakes made in business undoubtedly are due 
to the fact that the financial aspects of transactions entered into have 
not been'fuUy investigated and considered and it is only after the event 
that the pitfalls are revealed by the accounts. There have been many 
glaring instances of this in recent years, when disastrous errors could 
have been avoided had the projects been carefully considered from the 
financial point of View before action had been taken. Too often the 
accounts department is concentrated upon the endeavour to white- 
wash the disastrous errors of the past. 

In the old days of privately o^vned businesses the proprietor was 
risking his own capital and therefore he considered the financial risks 
carefully. To-day, by far the greater proportion of businesses are 
limited liability companies and in consequence the management are not 
trading with their own capital but often mainly wth the capital supplied 
by outside shareholders. In these circumstances it is most desirable 
that there should be a strong financial control. Many of the disastrous 
mistakes which have been made in business in recent years would not 
have been committed had those responsible been risking their own 
capital in the venture, or if the financial aspects had been thoroughly 
surveyed. A careful study of company flotations, bonus distributions, 
increases of capital and conduct generally during the boom time after 
the war leaves one gasping at the recldess folly of many of these tran- 
sactions. 

In every large business, therefore, there should be a principal 
officer representing finance, and finance and accountancy should be 
combined, as they are inseparable. The chief financial officer should 
control the whole of the accounting organization, as it is essential that 
the accounting records should be designed to supply him with 
the information that he requires. In fact, he can only meet his 
responsibilities if he has under his control a complete and effective 
organization. 

IS-the^.accpunri — j- ...f - i-..-- there^is .accumulated, an 

?P.Q™ous amount ■ ■ . . ■ due to the management, 

but in the majority of cases this information is not focused and is 
therefore not available to those controlling the concern. The reason 
for this is that m.anageme"'^ — ’hr'\the value qf^a sdeiff^c 

organization „and3ie',h6JF ' ■■■'.■ '■ ■■ As a xuie'the principMs 

have had little, if any, accountancy training ; in fact, it is remarkable 
to find how many men holding important positions in industry are, 
from an accountancy point of view, illiterate. Many of them canno 
even read a Balance Sheet. It is not therefore surprising that they 0 
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not see the need for modernizing their accounts department, for even 
were this done, they would not be ablfe to use it. 

These facts are being realized in the commercial world to-day and 
there are many of the leading concerns in this country which have 
entirely reorganized their accounting systems upon modern, scientific 
lines and amongst them are some of the most successful concerns in 
the country. I think it is safe to say that no business which has done 
so ever dispenses with this tj'pe of organization ; in fact, experience 
shows that ever increasing uses are found for it and the sj'stem is con- 
stantly expanded. 

The part which the accounts department should play in the modern- 
ized commercial organization is far wider than is generally appreciated. 
The principal functions of the accounts department of a manufacturing 
concern should be as follows — \ 

1. The control of the w'hole of the book-keeping records, which 
should be organized upon modem time-sa\Tng methods. 

2. The control of the stores and costing system. 

3. The control of a statistical system the objects of which are 
to record and focus all information of use to the management. 

4. The preparation of weekl}' and monthly statistical summaries, 
including monthly Revenue Accounts and Balance Sheets. 

5. The chief accountant should be responsible for the prepara- 
tion of forecasts of the future requirements — ^for example : materials, 
labour, equipment, and capital. 

6. The accounts department should supply the various execu- 
tive departments with the accounting and statistical information 
required by them. 

7. The preparation of the annual Manufacturing and Profit 
and Loss Accounts and Balance Sheet of the concern and reporting 
thereon to the management. 

8. The settlement with the Revenue of the taxation liabilities 
of the concern. 

9- The control of the financial administration of the business 
and the reporting upon the financial aspects of ever}' proposal under 
consideration by the management. 

10. The chief accountant should act as financial adviser to the 
managing director and should report to him the important factors 
revealed by the accounting and statistical records. 

11. The accounts department should be constantly engaged 
upon research work and should report upon the present position, 

uture prospects and suggestions as to improvements in the organi- 
zation vdth a %'iew to the economical and efficient conduct of the 
fausmess. 

"nic book-keeping s3*stcms in use in this country are commonly 
very* old fashioned and mmagement docs hot fEallzedsdw greatly such 
systems ca.n be itnproved and how much time can be saved by modern 
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methods. The introduction of office machinery alone speeds up the 
wEoIeof the book-keeping work and at the same time increases its 
efficiency. Too often the money spent upon the accounts department 
is regarded as non-productive, whereas fhis.organization will, if efective, 
pay for itself over and.oyer...again.,. The records must be complete and 
always up to date and further, they must be so classified that all the 
essential factors are clearly focused, so that every important aspect of 
the affairs of the business can be watched. By means of scientific 
organization upon modem lines, these results can be attained with a 
minimum expenditure of labour, provided that a thoroughly efficient 
staff is employed under the control of a competent chief accountant. 

In organizing the accounting system of a business th e possibili ties 
of fraud m ust not be ov erlooked, and it is a comparatively simple 
"mafferto^aft into the organization what are kno\vn as internal checks' 
by means of which the work is split up into sections, the various sec- 
tions acting as a check upon each other. By these means it is possible 
to make it very difficult for serious frauds to be perpetrated and to 
remain undetected for any length of time, unless there is collusion. 

In recent years the importance of costing has been realized, but 
there is room for considerable improvement in the methods as generally 
adopted in this country. A costing system which does not give accurate 
results is worse than useless ; in fact, it may prove to be a great danger. 
In these days of severe competition, both at home and abroad, a reliable 
costing system is a vital necessity to a manufacturing business. Costing 
is a highly technical and involved matter in many cases and the organi- 
zation of the system requires considerable skill and thought. It is not 
purely an accountancy problem. To be successful the co-operation of 
the technical officers of the concern is absolutely necessary. Further, 
it is not only essential that the system shall be complete and efficient, 
but it must be carried out rigidly in practice. 

Often, in practice, the systems adopted are basically mnsound and 
incomplete. Of necessity, therefore, the results are inaccurate. In 
such circumstances commonly the manufactmur- becomes most dis- 
satisfied rvith the results and comes to the conclusion that costing is 
of no value. It is the particular system which is at fault and if the results 
are not accurate it certainlj' is of no value and all the time and- labour 
expended have been wasted. 

Costing systems can be made too elaborate and great skill and ex- 
perience is necessary in the organization of a system which will give 
accurate results in a clear and simple manner. There is no question, 
howpver, that in all cases a reliable system can be evolved and that 
accurate costing is of the greatest value to management. 

Speaking generally, costing in this country in mj’ \-iew is not satis- 
factory and considerable development is necessarj’ in order to place 
it upon a satisfactory footing. There is a great need for scientific 
education and if the manufacturers of this countrj’ arc to maintain 
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their place in the markets of the world, far greater attention must be 
paid to this subject than has been the case in the past. 

An essential part of any costing system is a reliable stores system 
and here again it is common to find weakness. The costing cannot be 
accurate if the stores system is unreliable. Further, the introduction of 
a sound stores system which prevents leakage and enables the whole 
stores position to be watched, controlled and regulated, may well 
increase the profits of the business to a material extent. 

In practice it is not imconunon to find the costing system separated 
completely from the accounts department, but they should be inter- 
linked and therefore the costing department should be under the 
direction ofThe chief accountant. 

It is only in recent years that the value to a business of a statistical 
system has been realized, but, speaking generally, this tj'pe of organiza- 
tion is the exception rather than the rule and is in the early stages of 
development only. But in many concerns there are great possibilities. 
In the accounting system every single transaction is recorded and there 
is therefore stored up in this way a great mass of information. The 
classification in the books of account, however, is designed merely to 
show the position of affairs as regards individual debtors and creditors, 
etc., and to give the particulars necessary for the preparation of the 
annual accounts of the business. 

There are many important aspects that are not focused up by the 
ordinary system of accounts, but by grafting on the accounting organi- 
z^on a sJ^^i^is^^ systein, it is possible j'v'ifhdut'a material increase of 
labour, to expand greatly the amount of information available and in 

is vaj to record and watch important factors in the affairs of the 
concern. If a business is to be carried on wth the maximum of efiiciency 
^d economy, and the management is to exercise effective control, it 
IS necessary to have complete information upon every important 
tactor. The object of a statistical system is to supply this’ information 
anti by means of clearly drawn statistical statements and diagrams 
to watch everjr important factor in the operation of the business 
that IS not already focused in the ordinary book-keeping and costing 


To bp of any real value the statistics must be constantly up to date 
^ tnat complete information is always available and should any adverse 
movements Jie ievcaled,_ corrective action can be taken as quickly as 
direction that the whole accounting system so 
frequently fails in practice. It is of little value to show the results of 
after the movement has developed, and the 
age las >een done, but if an adv-erse trend is immediately revealed, 

* ^ 5lep=: to avoid almost cntirelv.or at least to 

mimmizp the final cficcts. 

(^nsidcrable skill and judgment are required in order to organize 
iMiCient system. It is easy for the .statistics to become over-elaborate 


an i’ 
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and for useless information to" be recorded. The endeavour should be 
to record only important information and to set the same out in as clear 
and simple a manner as possible. If this is done the statistical section 
will prove of the greatest value to management, as it will expand enor- 
mously the information available upon every aspect of the affairs and 
it will enable a far more effective control to be exercised. 

The general practice in the past has been to prepare yearly or half- 
yearly the accounts of a business ndth a view to ascertaining the jSnancial 
position and the results of the trading operations. But the commercial 
world is now begiiming to realize that a yearly or half-yearly review is 
not sufficient. Great changes and important developments may occur 
in such a long period; it is therefore vitally necessary that there shall 
be means by which the trendjof affairs may be closely watched during 
the whole of the year. One of t he main o bjects of a statistical system is 
to sup ply_weekly,or}monthlv summaries, scrtEat'ew:^imp6ifant aspect 
ma y be wa tched closely. For the same reasons many up-to-date 
concerns prepare monthly Balance Sheets and Revenue Accounts, so 
that the whole financial position and trading results may be reviewed. 

In this way a far_more effective control can be exercised^nd many 
danger^ can ^e,aYerted._. ^ ' 

It is obviously sound that the statistical section should be imder the 
control of the chief accountant, as this work is inseparably interlinked 
with the accounting and financial administration. The accounts 
department should be responsible for suppl3dng the managing' 3 ffectbr~ ' 
pneral"manager wtti'~aii"th e IniSm iafioh'Tie'may require "and *it 
should also furnish all the various departmental ' heads ■with'all "the 
accounting and statistical data required by them. This inform ation 
should include forecasts of the future requirements of the business such ' 
as materials, labour, equipment and finance ; particularly is this im- j 
^portant if large commitments have been entered into which will in- j 
crease materially the normal requirements under these heads. 

An important function of the accounts department is the prepara- 
tion of periqffical Balance-Sheets and Revenue Accounts and this 
requires"not only technical knowledge but also sound judgment. The 
form in which Balance Sheets and Revenue Accounts are presented 
is capable of considerable improvement. This subject is well worthy 
of careful consideration by the commercial world with a view to pre- 
senting accounts in as clear a manner as possible. 

Published Balance Sheets are often so condensed that it is impossible 
to ascertain from them the true position. For example, a large American 
corporation showed an item — 

"Plant,, property, equipment, machines, patents, goodwill as per books 
after deducting surplus of subsidiary companies acquired at organization 
:£28 ,ooo,ooo odd." 

In this case, in fact, 50 per cent of this total was represented by 
patents and goodwill, but it was not disclosed by the Balance Sheet 



^ developments in accounting 

Lt hall ol this huge total was repeeseuted hy .oapitalised eanuug 

^Talauce Sheets dra™ upon theseliu.are^^^^^^ 

holders or anyone else who rnshes to am 

of a company. fnrxvard that it is dangerous to 

The argument is commonly put but how can com- 
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accounts of mineral deposits and goodwill, there is no established 
practice, and in fact these important matters are dealt with in a most 
haphazard and unscientific manner. 

Owing to the unsatisfactory way in which capital expenditure under 
these heads is dealt with in accounts, the true profits of industry are 
not revealed by the annual accounts. This fact undoubtedly gives rise 
to many false conceptions and in view of the steadily increasing demand 
for a greater knowledge of the state of industry, it is, in my opinion, 
a matter of vital importance that accounts should be prepared 
upon a far more scientific basis than heretofore and that every effort 
should be made to arrive at the true economic position of every 
business. 

The passing of the accounts of a business with the Revenue for the 
purpose of agreeing the Income Tax assessments is in many cases a 
' complicated matter and requires a complete knowledge of Income Tax 
law and procedure. It is a common practice nowadays to place this 
work in the hands of the auditors of the concern. There are consider- 
able advantages in this matter being handled in this way and this course 
is encouraged by the Revenue, but even if the settlement of the assess- 
ments is left in the hands of the auditors, it is desirable that the c hief 
accountan t, should have a sound -working knowledge oLtaxationjnat- 
ters.^ Chcumstances often arise where it is prudent to consider carefully 
before taking action the effect upon taxation. Often in practice execu- 
tive action is t^ra ydthout considering the m^tef^rqm* this'poiht 
^f ’’view'ahd it is aftenvards found that considerable saymg in taxation 
could legitimately have been effected had the matter been handled in a 
different .^way. It should therefore be one of the fimctions of the 
accounts department to watch this aspect of affairs. 

The accounts department should represent the financial control of 
the business. Instead of merely looldngbackwards the accounts depart- 
ment should be^constantly lookingJorward in. the endeawur to^fore- 
cast the future trend of afiaiis. The records^! the past should be used 
as.a guide to the future. If the chief accountant is capable and he has an 
efficient and complete organization under him, he should be able to 
give sound advice to the chief executive upon the financial aspect of 
affairs and no important transactions should be entered into or policy 
- deaded' until the chief accountant has advised as to the financial con- 
siderations involved. Only too often in practice action is taken which 
the accounts department subsequently show to have had disastrous 
results which would never have occurred had the matter been considered 
from the financial aspect in the first place. 

The accounts department s hould b e constantly engaged upon re- 
search work, jiot only •with a -view to detecting weakness and waste, 
but \wtlr a ^ew to putting forward suggestions as to methods by which 
greater efficiency can be attained and how errors of the past may he 
avoided in the future. The chief accountant should be able to show at 

JJ— (B.448) 
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any time the exact economic position of the business and point out 
the present and future difficulties and dangers. By sounding a "toely 
nute-Of Avarningjnanyjiangers may be avoided and this should be one 
of the m,ost important functions of the chief accountant. 

I do not %vish to give the impression that I am suggesting that the 
accounts department is the most important of all and that it should be 
responsible for the practical management of the concern. The accounts 
department should be the servant of management and its purpose 
should be to watch and advise upon the financial aspect of affairs, Md 
in this way to assist the management in the control and admimstration 
of the concern. 

The auditor is commonly blamed for many of the defects in account- 
ing methods and practice, but whereas he is in a position to advise, he 
has no power to bring about a reorganization, however much he may 
deem the same to be desirable. Reorganization must come from vuthui, 
and therefore, before real progress can be made, the" commercial“world 
must be educated to understand the needs and appreciate" the P<^^’ 
bilities and uses of modem accounting methods. 

I am convinced that inany^ of our difficulties to-day would be over- 
come if every commercial concern had a thoroughly efficient accounts 
department organized upon modem lines. Were this the case con- 
tinuous research work would be carried on and we should accumulate 
a far more complete and accurate knowledge than exists to-day of the 
true economic position of industry. 

The successful control of any business must be based upon orgam- 
zation and the accormtant shoidd stand at the centre of the system. 
Although accounting methods have been developed greatly in the last 
generation, there are imdoubtedly great possibilities for improvements 
and further developments. 

One of the great problems of to-day is the balancing of the interests 
of the various parties in industry — ^that is, labour, management, 
capital, the consumer and the State. The accountant should be able 
to render valuable assistance in finding the solution to these problems 
and be able to dispel many of the misconceptions that exist to-day 
which are based upon ignorance of the true facts. 

I have endeavoured to show in broad outline what the subject of 
accountancy embraces, the place it should take in commerce and the 
possibilities for development, and I hope that I have convinced you 
students, who will shortly be taking your place in industry, that this is 
a subject well worthy of study. If you bring into industry a sound and 
complete knowledge of accounting, of its possibilities and uses, then 
it is certain that real progress will be made in the development of this 
important part of commercial organization. The Universities can 
render great service to industry and commerce by a scientffic study of 
these problems which those actively engaged in the stress of modem 
business often are unable to devote time to. In this movement, under 
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the able guidance of Professor Dicksee, this School has already 
accomplished a great deal and it is for us who follow to make every 
endeavour to continue that great work so that from the London School 
of Economics industry may draw young men and women who will be 
able to play a worthy part in the industrial and commercial life of this 
old country and of the great new countries of the world. 



Chapter XII ' 

Accounts as an Aid to Management 

A paper dehvercd before the Ojfiu Machinery Users' Association on glh November, 

1927- 


I PROPOSE to-night to outline what is involved in 
the management of a business and to consider what assistance can and 
should be afforded by the accounts department. 

The present is a period of reorganization and adjustment in industry'. 
As a result of the great war, conditions have changed entirely and men’s 
minds are concentrated upon the whole problem of industrial re- 
organization. Great changes have already been effected and it is 
certain that this process of evolution is destined to continue. 

In the course of this searching investigation it has become clear 
that the indmdual business unit docs not stand alone, but that it is 
direct^ affected by countless other concerns and by factors originating 
often in far distant parts of the world. As, therefore, by force of circum- 
stances attention has had to be focused upon the study not only of the 
individual business unit but upon industrial and commercial organiza- 
tion upon national and international bases, it has become \dvidly clear 
how great a part management plays in the fortunes of industry. 

It has become obvious, therefore, that it is of vital importance that 
the whole science of management should be studied from everjr angle. 
No business can succeed vith faulty management -at the top and 
there is little doubt that in many organizations this is where the 
fault lies. 

If, therefore, the industries of this old country are to be revived 
and attain their pre-war strength and proportions, it is essential that 
the best brains available should be concentrated upon the problems of 
management and reorganization. 

In the old days, it was conunonly held that there were only two 
parties in industry — ^i.e. capital and labour, but there is a third — 
management, and in ad(htion there are the consumer and the State. 

The large industrial enterprise is a comparatively modem develop- 
ment which has complicated tlie problems of management considerably, 
with the consequence that the management of a large industrial 
unit necessitates a great amount of scientific and technic^ knowledge 
and skill, combined TOth powers of leadership, inspiration and 
imagination. 

In the past, the large proprietary interests ipso facto constituted 
management, but it is being realized to-day that management is a 
separate science, and that it is in the interests of all parties in industry 
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that those responsible for management should be appointed solely by 
reason of their personal and scientific qualifications. One of the great 
problems of the present time is to find men who have the necessary 
knowledge and qualifications to shoulder the great responsibilities of 
management. 

In some quarters the term "scientific management” is regarded 
with the greatest suspicion, on the grounds that it is merely a cloak 
to hide the attempt by capital to strengthen its hold upon industry 
with a view to the exploitation of labour and the consumer. This view 
is entirely erroneous, as whether an industrial enterprise is orvned by 
the capitalist, the workers or the State, the vital need for efficient and 
competent management remains the same. 

In an industrial enterprise there are two main functions — ^i.e. 
production and marketing, and each of these has several subdivisions. • 
Production involves the provision and maintenance of the necessary 
plant and equipment, works and plant lay-out, the purchasing of 
materials, the provision and control of stocks, the provision and control 
of labour, design, production, planning and control. Marketing, on 
the other hand, myolves the selling and distribution of the production. 

A further function is finance, which involves the provision of the 
capital necessary to acquire the plant and equipment, the working 
capital required in order to finance production and marketing and the 
general financial supervision and control. 

These various functions are subdivisible into many distinct sub- 
sections and the functions of management are to co-ordinate and con- 
trol the whole of these several divisions and sections of the whole 
' organization, as only in this way can maximum efficiency be attained. 

An essential factor m the e%:ient management of a business is 
balance "and'fHythm throughout riie whole organi2ation and it is the 
function of management to attain this. The various* departments 
may be likened to the separate oarsmen in an eight-dafed boat." Balance 
and'rh;^Hm are 'essenti^ and, further, stroke must set the tiihe. In the 
.industrial boat stroke is represented by the sales division and all other 
dhdsions and sections must be timed accordingly. Therefore, plant 
capacity, buying, production, design, stocks and finance, etc., must all 
be balanced to the sales volume and requirements. Otherwise, dis- 
organization and financial disaster may well follow. In the case of a 
concern manufacturing a munber of difierent lines, unless there is 
correct balance, over-production may occur in certain lines, thus piling 
up excessive stocks resulting in the locking up of working capital and 
commonly loss on realization. On the other hand, in the case of lines 
that are selling actively, if production lags behind, stocks %vill run out, 
resulting in loss of orders and dissatisfaction of customers. In order 
that production may keep time, the bujdng department must keep 
pace in the provision of raw materials, stocks must be kept at balanced 
levels, excessive stocks may result in serious losses, and on the other 
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hand running out of a particular stock will hold up production and may 
have disastrous consequences. 

Production may also be seriously hampered by lack of' special tools, 
gauges, drawings, labour, packages, faulty workmanship, labour 
troubles, faulty materials, breakdown of plant and many other 
factors. 

Plant capacity must be balanced to sales voliune, as idle plant in- 
creases costs and majf have serious results. 

In the past, production was regarded as the main function, as it was 
held that if production was right the goods would sell themselves. 
In this countiyi-, the standard of production is of the highest quality, 
but goods do not sell themselves. In my opinion it is marketing which 
commonly is the weak spot in industri^ organization in this country. 
The problems of marketing cover a vfery wide range and marketing, to 
be successful, must be scientific, thorough and aggressive. The basis 
of mdustriaTenterprise is service to the consumer, a fact which we often 
overlook. 

Marketing -wiU be adversely affected by faulty design and therefore 
the design section must be in close contact with market requirements. 
This problem is of especial difficulty in the case of commodities affected 
by fashion. 

One of the most common causes of serious loss is lack of effective 
stock control — ^Le. of stores, raw materials, work in progress and finished 
stocks. Experience upon this point was purchased at a huge cost in 
the great slump after the late war and, in consequence, management is 
deeply concerned in de\dsing means by which stocks may be properly 
controlled and regulated to keep pace with marketing. 

A vital pcirt of industrial organization is the human factor — i.e. 
the provision of the right type of labour, scientifically trained apd work- 
ing under proper conditions. First-dass ■work can only be obtained 
with the light type of labour, working in the right way and efficiently 
led ; a contented and interested labour force is a prime factor in indus- 
trial efficiency. Labour relations is one of the most difficult problems 
with which management is faced at the present time. 

Finance is the basis of industry and therefore the scale of operations 
must be governed by the capital available ; financial control must be 
complete and effective and every effort directed towards the elimination 
of w'aste in production, marketing, administration and financial costs, 
as well as in the cost of equipment. With efficient management, great 
reductions in costs can be effected, but constant scrutiny and effective 
control are essential. 

A difficult problem which management has to face is business fore- 
casting. Production must be in advance of marketing and it is this 
r^which introduces the risk factor, which is inseparable from industrial 
^enterprise. Before goods can be marketed they must be manufactured ; 
therefore, materials must be purchased, plant and labour provided. 
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The production process may span a considerable period, with the result 
that when the goods are ready for the market, demand may have 
changed or price levels fallen. These are the normal risks of business 
but success will depend upon how accurately management has fore- 
casted ■ demand and price tendencies. Management must therefore 
be ever looldng ahead, forecasting the future and planning accordingly; 
only in this way can the industrial ship be safely navigated. Manage- 
, ment is concerned not so much vuth the present position of affairs but 
\vith the future — ^i.e. what will demand be and what will prices be six 
months ahead? And success will depend upon how nearly the future 
has been forecasted. There can be no more dangerous policy than 
trusting to luck; but far too many businesses are managed -without 
scientific forecasting and forward planning. To be successful, manage- 
ment must plan ahead and it is better to have mis calcu lated thanjta 
.have no plan at a ll. 

■ The foregoing is merely a sketch in broad outline of some of the 
functions of management and these may be summarized as follows — 

The provision of the necessary works and plant scientifically laid 
out, with a -view to the elimination of waste in all directions. 

The pro-vision of plant capacity which must be based upon fore- 
casted demand. 

The provision, training, supervision and welfare of labour, both 
skilled and unskilled. 

The provision of the necessary stores, materials, tools, drawings, 
p^tems, gauges, etc. 

The regulation and control of stocks of stores, materials and finished 
goods. 

The regulation and control of the production programmed. ■ ' 

The marketing of the finished goods. 

The financing of the whole enterprise. 

The pro-vision of the necessary administrative staff. 

The fixing of policy and future plans which must be based upon fore- 
casts. 

The control and co-ordination of the whole organization, with a -view 
to attaining balance and rhythm. 

The elimination of waste in every direction in order to attain 
maximmn efficiency. 

The exercise of powers of leadership and inspiration and the 
maintenance of discipline. 

In short, the aim of management is to produce the right goods at the 
right price and to market them at the right time and in the right 
way. 

Apart altogether from the factors which arise within the concern 
itself and which management can controh there are other important 
factors which originate outside and which are beyond management's 
control. 
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Every business is affected by the trade cyclg . Economists have long 
endeavoured to find the cause of this ebl? and flow in industry, but, 
whilst the causes are obscure, the fact remains that these ups and downs 
do occur in cycles and they vitally affect every industrial and commer- 
cial concern. The trade boom is invariably followed by the slump, 
when prices and wages fall heavily and the concerns carrying heavy 
stocks make great losses upon their realization. One has merely to 
study the history of the great slump in 1920 to appreciate the disas- 
trous effect the fall in the trade curve had upon industry. Economists 
are endeavouring to find means by which the trend of the trade cycle 
can be foretold and they have alread3'^ made great progress ; the boom 
in 1919 and the slump in 1920 were in each case forecasted some months 
before these movements developed. It would obviously be of enormous 
value to every business concern if the general trend could be foreseen 
and in this direction economists could render incalculable service to 
industry. Manage ment must appreciate the possibilities and make us e 
:a f all economic material avai lable. 

‘ An industrial concern is directly afiected by the economic conditions 
in the particular industry to which it belongs and by the conditions 
in other industries. If in a particular industry production outstrips 
demand, the market becomes flooded, prices must fall and thus every 
concern in that industry must be directly affected. One of the great 
industrial problems is how to balance production rvith demand. Again, 
if conditions are bad in a particular industry, the purchasing power of 
all those employed in it is reduced and thus, automatically, the demand 
falls for the production of other industries. For example, if the Ameri- 
can cotton crop fails, the cotton industry in Lancashire is adversely 
affected and thus the purchasing power of all the workers in that great 
industry is curtailed and in consequence the demand for clothes, 
boots and other necessities of life falls. 

In the same way labour troubles in one industry affect others and 
bad trade conditions in one country adversely affect the trade of other 
exporting coimtries. 

It will be appreciated, therefore, that management, apart from 
watching and controlling a particular industrial unit, must keep in dose 
touch rvith the economic conditions in other industries and other coun- 
tries as these outside factors from time to time will have a direct effect 
upon the fortunes of the particular unit with which they are concerned. 

The problems of management are many sided and the responsi- 
bilities are great. “Mffiat, therefore, are the means by which manage- 
ment can hope to discharge its task successful!}’^? ” The answer is — 
"Fy scientific organization and methods and by utilizing all the 
assistance that science can render." 

The a large .industria l un it is of necessity _ 

comply. It is a most delicate and sensitive instrument andjEhE^is ' 
is a coniplete and scientific accounting s5’stem. By this I do"not mean 
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merely the ordinary system of double-entry book-keeping but the 
who le system of records and statistics. 

Mana gement may be_ likened to,.the„eyes and the brain, and the 
nerves, in. the human body. What the ^e sees“ 
is conveyed to the brain which,Jn its tm^ ISp^at^' 

tl-‘- ii'- ■ ; IS o f the ne irvek ' Again7 immediately any part oHhe 

body is affected by any outside influence, through the nerves the brain 
is made aware of the fact. Exactly in this way must the accounting 
system operate in the industrial body and as in the case of the human 
body, if the nervous system fails to operate, the whole body is affected,' 
so in the business organization, if the accounting system is defective 
paralysis sets in. The brain no longer controls the body, with the result 
that health departs. 

The setting up of the system in the case of a large industrial concern 
is a highly technical matter requiring great skill and care. The organi- 
zation must be such that although the individual transactions may run 
into countless numbers, yet the whole position is clearly focused and no 
change can take place wthout management being immediately made 
aware of it. There are in every business a number of control points 
which must be watched and it must be by means of the accounting 
system that this is effected. 

Management is concerned with watching trends and tendencies, 
^making comparisons, seeing what things are and what they should be. ^ 
If the system is complete and efficient, management rvill be enabled e 
"to watch the whole working of the organization and thus becoroe| 
immediately aware of any defects and adverse factors.*! Only in this . 
way can maximum efficiency be attained and all avoidable waste? 
eliminated. 

TIieTault with the majority of systems is that the view point is in 
the wTong direction-— that is, backwards instead of for\vards. Of neces- 
sity, the accounts record past transactions and the annual accounts 
reveal merely the results of completed operations. 

From the point of view of management what is required is not so 
much to know what happened six months ago, but :!KhatJ£likel3Li9- 
occur six months ahead. The problem to-day is, therefore, how to use 
the records of the past as a guide to the future and how to organize the 
system so that it may meet the needs of management in the day-to-day 
control of affairs and provide the material upon which to base the future 
policy and plans. The accountant commonly concerns himself solely 
with the records of the past and has a natural disinclination towards 
having anything to do with forecasts. If the accountant refuses to 
depart from this conception of his responsibilities, in my opinion he 
is failing completely to realize the enormous possibilities which lie 
before him of rendering invaluable service to industry. From manage- 
ment’s point of view a careful forecast of what next year’s balance 
sheet is likely to be is of far greater practical value than the balance 
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sheet of the past. Management is concerned with the future — the p ast 
results are of va hiejuLso far a s thev-are a-guide to the i iiture. 

Every-day decisions which management has to make are as follows — 

What is our production programme to be for the next six months? 

\\Tiich lines shall we manufacture and in what quantities? 

What ^vill our requirements of raw materials be and in what quanti- 
ties and when shall we purchase? 

What are the prices likely to be? 

What stocks should we hold of each class of stores, raw materials 
and finished goods? 

What plant capacity shall we need to carry out our production 
programme? 

What ^viU be our labour requirements? 

In order to meet our production programme, what will be our 
requirements of special tools, drawings, inspection gauges, packages, 
storage capacity, transportation facilities, power, etc. ? 

What are our costs of production likely to be? 

What are our factory and general overhead charges likely to be? 

What are the marketing possibilities? 

What is the turnover of the individual lines likely to be? 

What toU it cost us to sell and distribute our production? 

What will our financial requirements be m order to carry through 
our production and marketing programme? 

Where do we stand in the trade cycle? 

What is the present ecomonic position and what is the probable 
future trend of our industry? 

WhSt is the ecomonic position of our various markets likely to be? 

What is our general policy to be? 

The foregoing are some of the many decisions which management 
has to make and the fortunes of the whole concern and all parties 
interested in it must be directly affected thereby. These are the vital 
responsibilities of management and the decisions should be based upon a 
reasoned examination of all available data and in this direction the 
accountant and the economist can render invaluable service. There 
can be no more dangerous policy than to base these decisions upon blind 
guesswork, as is so often the case in practice, for such methods are 
equivalent to navigating a ship by guesswork and casting overboard 
the charts, compass and weather gauge. To trust to luck is the counsel 
foolish, but there are many businesses in this~countiy~Eo^3ay 

managed upOn-f^-hpiiT''^: • — — 

It is' impossible in the time available to do more than indicate the 
general direction in which the accounting organization of a business 
may render real and practical aid to management. 

A most practical service is by the organization of a system of 
idea is not a new one, our government finances 
having been based upon a budget for generations past, but industrial 
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enterprises in this country have only recenly commenced to apply this 
system, which, however, is widely used in America. 

The basis of the si^stem is that management must plan ahead for 
the coming year and that every section of the concern must work to 
this plan, so that in this way a tnie balance may be attained through- 
out the whole organization. 

The whole plan is based upon the forecasted sales volume for the i 
coining year ; the production, buying, stock, expenses and financial * 
requirements of this programme are calculated in detail. Each depart- 
ment and section then works to the budget and actual perfoimance is - 
compared vdth the budget forecast. In this way each section is given 
a definite standard to aim at and each is working in time with the others. ' 

The foundation is the sales forecast which is based upon a market 
analysis and past sales performance. The object is to measure the mar- 
ket and ascertain the sales possibilities; that is, “what ought we to sell 
in each area ? " The salesman in one area may have been most efficient 
and have expanded his turnover to the maximum whilst in another 
area the salesman may have exploited only 50 per cent of the possibili- 
ties. But how is- management to ascertain that this is the position? 

The measurement of the market possibilities of each sales area 
requires careful research work, and the base factors depend upon the 
nature of the articles to be marketed. For example, population is a 
factor in the case of articles of common use such as matches, but it 
would not be a realiable factor in determining the market possibilities 
for the sale of Rolls Royce cars, as the number of individuals having 
the necessary purchasing power to buy expensive cars is strictly limited. 

If the concern were selling agricultural machinery, an obvious factor 
would be the number of famisiin each area. In some cases climate is a 
factor, for there would be littleVprospect of marketing skates in Central 
Africa ! 

The problem is to ascertain the purchasing power of each sales area 
and it is a matter of careful research to fix the various factors. The 
folloTOng are a few examples — 

Past sales performance. 

Population. 

Number of distributors. 

Local conditions. 

Local competition. 

Number of users. 

Rateable value." 

Purchasing power of consumers. 

Climatic conditions. 

Unemployment. / 

Distribution facilities. 
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In order to prepare the budget, each salesman is required to submit 
a forecast of his sales of each line for the coming year. These returns 
are scrutinized in the light of the market analysis and may be increased 
or reduced, consideration also being given to the forecast of the general 
economic conditions, ^\^len finally fixed bj’’ management, each sales- 
man is ad\'ised as to his quota. In this Avay there is a great incentive, 
as the salesmen have a definite goal at which to aim and they know that 
their efficiency ^vill be judged by the comparison of actual performance 
against the quota, which latter was largely based upon their own fore- 
cast. This system forces salesmen to think ahead and enables manage- 
ment to judge results. It also leads to balanced selling, as there is a 
natural tendency for salesmen to push lines w'hich are easj’’ to sell and 
neglect those which are difficult, the result of which must be disorganiza- 
tion of the production and stock programmes. Under the budget, the 
quota gives the quantity of each line to be sold and actual performance 
is compared and in this way the importance of covering the whole range 
of lines is made clear to each salesman. 

The master sales budget show's the quantities for each line of goods, 
and it is then broken down by the production department into the 
quantities of the various classes of raw materials and labour required, 
the plant capacity, tools, gauges, etc., and from this a detailed produc- 
tion programme is drarvn up. 

If further plant capacity is required, the engineering department will 
proceed accordingly. In the same w'ay the buying department will 
proceed according to the budget and stock levels will be fixed and based 
on the general plan. The personnel section must see that the requisite 
type and quantity of labour is available. In fact, the whole programme 
is split up into every detail and steps are taken to ensure that eveiydbing 
necessary is provided for. 

The finance department must calculate the exact financial require- 
inents and ^ange accordingly. The whole of the works,' administra- 
te, financial and selling charges must be forecasted and included in 
me master budget, which in fact represents a forecasted Manufacturing, 
ra g and Profit and Loss Account for the coming year. 

Each spending department is advised as to its agreed expense 
u get, in the setting of which it will have taken part, and no expendi- 
urem excess is allowed unless specially authorized b5'^ management, 
tn ^’6ole undertaking thus proceeds upon a definite plan, balanced 
throughout and based upon forecasted sales volume. Obviously, 
owev er, it is impossible to ensure that actual sales and expenses will 
comci e exactly w’ith the forecast ; many contingencies w’fil arise from 
time to tune which will upset the most careful calculations, such as 
labom troub^, changes in demand, variations in the general economic 
conditions, fluctuations in price levels, transportation difficulties, 
plant breakdown, failure of supplies, etc. Upon the happening of any 
such events, the plan must be varied accordingly by management and 
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each section must change time accordingly. The position is similar 
to that of a commander-in-chief in war who moimts an offensive, which 
must, be based upon a carefully d^a^vn up plan in which eveiy detail 
has been considered and provided for. But the operation will rarely 
develop exactly according to plan and therefore the organization 
must be elastic, so that variations can be made to meet the unforeseen 
contingencies as they arise. But as in war, so in industry, a detailed 
plan there must be if success is to be attained. 

Having fixed the budget as the year proceeds, the accounts depart- 
ments' should prepare statements whereby the actual performance of 
each salesman and the working of every section of the whole concern 
is compared with the budget figures. In this way management has 
complete control over the whole organization and can see at a glance 
whether balance is or is not being attained. If general results do not 
coincide \vith the budget, it can be seen where the failures have 
occurred and in which sections. 

The ideas underi5ung the budget plan are very simple — i.e. that you 
study past performance, consider what you should do in the future, 
draw up a detailed plan, set up an organization to carry that plan into 
effect and subsequently compare actual performance wuth your esti- 
mates. 

There are many successful businesses which do not work to a budget, 
but they must go through this process, for there must be a plan and an 
organization for carrying it out. They arrive at the same results but 
in a different manner. 

The advantages of the formal budget are that it forces the executive 
in every section to think and plan for the future and in this way stan- 
dards of effiofervcy are fixed by which results may be judged. To be suc- 
cessful the whole personnel must be educated up to the idea, as it rvill 
never be successful unless it has the enthusiastic support of all. Trom 
the top management downwards, the advantages to be gained from 
this type of organization must be fully appreciated. 

The various sections are largely responsible for fixing their o\vn 
standards; they must therefore think ahead and there is a stimulus to 
endeavour to reach the goal. On the expenditure side, this plan 
should effect considerable economies, as instead of expenses accumula- 
ting during a year without control, the expenses have to be forecasted 
and specif authority obtained for any excess expenditure, and thus 
a very effective control is obtained. 

I do not wish you to think that I suggest the budget will cure all 
the ills of a business or that it is necessarily suitable to every class of 
business. The btldget cannot replace management, but it should be 
of great assistance to ruanagement in the control of a business concern 
and it should increase efficiency. 

My reason for discussing this system is tliat I consider that the 
accountant can. render far greater assistance to industry than he has 
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done in the past if he %\dll co-operate vith management in planning 
ahead. The responsibilities of management are very hea\y and the 
fortunes of all interested in the concern are directly dependent upon the 
decisions which have to be made. Management’s principal function is 
to look and plan aliead and therefore the accountant must be looking 
in the same direction, if he is to render real aid. 



Chapter XIII 

The Role of Finance and Accounting in 

the Management of Large 
Business Combines 

A paper delivered before the British Association for the Advancement of Science 
on sth September, 1933. 


Towards the latter part of the nineteenth cen- 
tury there commenced a noticeable trend towards the formation of 
large business undertakings, and this movement has been more or less 
continuous ever since. During tliis same period there also developed a 
marked tendency towards combination in industry and trade. 

In recent years this movement towards combination has commonly 
been called "rationalization" — a term very difficult to define but which 
recently was on everyone’s tongue — but to-day this word, and the 
movement that it represents, is in some disfavour and there are many 
who lay part of the blame for the bad times tlurough which we are all 
passing at the doors of "rationalization.” 

I would suggest that this is due to several factors. In recent .years 
many of the large combines have shown heavy reductions in earnings; 
in some cases considerable losses have been incurred, and there have 
been several spectacular failures. But a storm at sea falls indis- 
criminately upon all vessels, large and small, and the economic tempest 
that has raged throughout the world in recent years has affected all 
businesses, including the large ones — ^none could escape. 

Undoubtedly the unprecedented depression has found out the 
weak points in industrial organization. Industry has not had a long 
experience in the creation, direction and control of vast undertakings 
just as at the outbreak of the Great War, this country lacked experience 
in the organization, direction and control of an army upon the scale 
that then became necessary. Some of the modem combines were ill- 
founded, badly organized and mismanaged. In such circumstances 
it was not surprising, in fact it was inevitable, that the acute and long- 
drawn-out depression should cause disaster. 

On the other hand, it is possible to point to many sound and well- 
managed combines that have weathered the storm remarkably well 
and these cases illustrate the value, in'bad times, of the massed strength 
of the large combine, when efficiently organized, and managed. 

The large industrial combine, by reason of the vast scale of its 
operations, has certain definite advantages, but on the other hand there 
are important difficulties and dangers. A vital problem is the setting 
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up of a complete and soimd organization adapted to meet every need 
of the concern, and the provision of the right personnel under wise 
leadership. 

In the case of a smaU business undertaking it is possible for the 
proprietor to supeiAuse and control practicall}'^ the whole of the activities 
of the concern. But in the case of the large business combine this is 
impossible. Owing to the vast scale and ramifications of the operations 
of such a business it is absolutely impossible for the higher management 
personally to supervise and control every activity, as the point of action 
is often far removed from the seat of management. , 

The immediate problem, therefore, that arises is one purely of 
organization, and upon this success or failure wUl depend. Without 
a sound sj'stem of organization it is impossible successfully to direct 
and control such an undertaking. 

The great difficulty is to find the men with the knowledge and ex- 
perience successful!}' to xmdertake these great responsibilities. This is 
not surprising in view of the fact that very httle has been done in this 
count!}' to train men specially for this w'ork. But even vith the right 
men, the organizing of a large combine is a most complicated and dififi- 
cult task and one requiring great experience, skill, tact, and patience. 
Furthermore, owing to a general lack of experience in this particular 
problem, the methods employed must of necessity be largely empirical. 
We are crossing an ocean that has been only partially charted; it is 
not surprising, therefore, that there have been many shipwrecks. 

Combination may be effected in various ways, but for the purpose 
of our considerations to-day I am imagining a holding company which 
is itself an operating company and w'hich controls a number of sub- 
sidiary companies, both at home and abroad, some of these subsidiary 
companies being manufacturing ones and others selling companies. 

In setting up the organization 6f any business, consideration ob- 
viously must be given to the placing of finance (including accountancy) 
within the general scheme of organization of the concern. 

The activities of every manufacturing business comprise four main 
functions, i.e. manufacturing, marketing — commonly divided between 
home and export — purchasing, and finance, and these represent the 
main divisions of the organization of the modem industrial under- 
taking. Each of these main divisions of course may be subdivided into 
many subsidiary fimctions. Like\vise in some concerns, purchasing is 
placed rmder manufacturing. 

In the best organized companies ^these management functions are 
of equal importance. This, however, is not the basis upon which most 
businesses were organized in this country in the past and upon which 
many are organized to-day. 

Finance is the basis of industrial enterprise and, tlierefore, it is 
of the utmost importance that the financial control of the whole organi- 
zation shall be as efficient and effective as possible. In order to attain 
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this it is essential that the finance division shall be staffed by men of 
attainments, character and personality, fitted to be the equals of the 
other chief executives, and that they should be given that position in 
the organization as a sine qua non. 

Success will not be achieved merely by a well-dra\vn organization 
chart, but only by the selection of the right individuals to fill all of the 
various posts throughout the organization, for the all-important thing 
is " the ma n behindjt he gu n." 

It was, and is, commonly found that manufacturing and marketing 
{a) Home and (&) Export, are major divisions, the executives in charge 
of each having an equal status and being the three senior executives 
immediately below the managing director. In this type of organization 
finance and accounting are represented by an executive commonly 
called the chief accountant, who, however, is not of equal status with 
the heads of the other divisions. 

Experience has sho^vn that there are serious weaknesses in this type 
of organization. For example, it is commonly found that a scheme put 
forward by the head of the manufacturing or marketing division to the 
managing director is, after consideration and approval by him, im- 
mediately submitted to the board of directors. Subsequently the chief 
accountant may have to report the adverse effects that that policy has 
had upon the financial position of the concern. In such circumstances 
the functions of the chief accountant are mainly historical, which is 
not helpful to management in the direction and control of the business. 

It is obviously vital that every aspect of any scheme or policy shall 
have been considered thoroughly before action is taken, but it is too 
commonly found that the financial defects are reahzed only after the 
scheme or policy has been carried into effect and when the damage has 
been done. It is therefore most desirable that whenever the board is 
considering any proposition, the financial considerations involved 
shall be submitted clearly to the board, together with the commercial 
and technical aspects. 

Upon this principle I now wish to consider the type of organization 
most suitable for a large business combine and to describe briefly the 
main functions and responsibilities of the Finance Division. 

At the head of the organization is the board of directors responsible 
for the main policy and ultimate control of the w'hole undertaking. 
The board determines the aims of the business, the methods by means of 
which these aims shall be achieved, and periodically checks progress. 

The board having determined the policy, the managing director 
has the responsibility of putting the plan into execution and of co- 
ordinating the whole of the activities involved, e.g. («) manufacturing, 

(6) buying, (c) selling and distribution, and (a!) finance. 

The four chief executives under the managing director would be the 
heads of the four main divisions whose titles, I suggest, might be 
Controller of Manufacture, Controller of Purchasing, Controller of 

IS— (B 448) 
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Sales, and Controller of Finance. The managing director, together with 
these four executives, would, in effect, form a board of management for 
the whole combine and would consider in detail every plan before sub- 
mission to the board. If approved by the board, these executives 
would be responsible for putting every detail of the plan into execution 
and for seeing that the plan is properly carried out. 

The constitution of the board of directors is a matter of great im- 
portance and practice differs widely. On the one hand, it is common to 
find boards composed entirely of individuals who take no part in the 
actual conduct of the business, and on the other, boards composed 
entirely of the principal executives of the undertaking. 

In the case of a large combine I would suggest that the ideal board 
of the main company is one composed of the principal executives 
together mth an equad number of outside directors who should be men 
TOth a wide experience in business. In this way every aspect of all 
propositions laid before the board would be effectively voiced and the 
outside directors would bring to the board’s deliberations wide expe- 
rience together with sound and unbiased judgment. 

Upon the principle that the "onlooker generally sees most of the 
game,’’ the judgment of the outside members of the board will often 
be better than that of the executives who are involved in all the details of 
the operations of the concern. On the other hand, the presence of the 
chief executives should ensure that every factor, including the financial 
considerations involved, is fuUy considered before the final decision 
is made. 

' Under an organization such ,as I have described it will be seen that 
the controller of finance would be taking a direct part in the manage- 
ment and control of the whole combine. The function he represents 
is interlinked Avith those of the other main divisions and in my expe- 
rience all the divisions gain greatly by this direct contact.- In tlds way, 
instead of each division being a separate water-tight compartment, 
they work together, learn to understand each other’s problems and pull 
together as a team. In no other way can complete success be achieved. 

Working upon these lines the finance division is able to render 
valuable service to the board, the managing director, and the controllers 
of manufacture, sales and purchasing, to an extent that is quite 
impossible under the old type of organization. 

It is essential that the finance division, from the top to the bottom, 
shall gain the confidence of the other divisions by understanding and 
helping them inrtheir problems. Of necessity the function of the finance 
division is largely critical and verj'^ commonly the whole department 
' is most unpopular, being regarded as a spy and mischief-maker. This 
is a very real difficulty and it can only be overcome by tact and con- 
sideration and by imbuing the whole finance department with a true 
team spirit. The aim of the department should be to "Sell a service" 
to the other departments of tlie organization, and if it is nm upon these 
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lines from top to bottom, it is remarkable how quickly all divisions 
begin to appreciate the sendees of the finance division and how much 
the organization as a whole benefits through the co-operation of the 
various divisions in this way. 

In considering the organization of the finance division as a whole, 
the problem would immediately arise as to the extent to which finance 
and accounting should be centralized. The same problem arises in 
connection with the organization of the other divisions. Over-centrali- 
zation has been, I suggest, a common^and serious -weakness .in.many 
large combines, and thc'gen^rprinciple,-in -my- opinion, -should .be 
the' ccntralizatibiTof control and the decentralization of responsibility. 

As regards 'the "finance division, obviously it would be foolish to 
dogmatize upon this point. There ate combinations in which a high 
degree of centralization has given very satisfactory results, but in the 
type of organization tliat I have visualized, a policy of decentralization 
with helpful central control is, according to my experience, far more 
likely to give satisfactory results. 

The finance division at head office would be headed by the controller 
of finance and each unit in the combine would have its own finance and 
accounts department- under a local accountant. The organization of 
each unit would be upon the same lines as I have indicated for the head 
office of the combine, i.e. it would be divided into main divisions, one 
of which would be finance and accounting. 

In the same %vay as at the head office, the local accountant should 
co-operate with the heads of the other divisions of his unit and should 
render to the managing director or general manager of that unit 
exactly the same services as the controller of finance would render to 
the managing director of the main company. 

The status and responsibilities of the chief accountants of the units 
in a combine should be upon the same lines as those of the head of the 
finance division of the main company. In practice, however, it is com- 
monly found that the local accountant has merely the status of a head 
book-keeper ; he plays no part in the management of the unit and thus 
his function is mainly historical. 

In every unit in the combine the financial voice should be a strong 
one and the local accountant should have an important contribution 
to make towards 'the efficient management of his unit. He should 
render invaluable service to the managing director or general manager 
of his imit, and, further, the effectiveness of the financial control of the 
whole combine directly depends upon the effectiveness of the work of 
the local accountants ; upon them the controller of finance must depend. 

It is therefore of the greatest importance that the right type of man 
shah, be selected for these posts and that he should be thoroughly 
trained for these responsibilities. 

The accountant of a unit would be responsible, under his general 
manager, for the whole of the finance and accounting functions of 
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his unit, but the controller of finance would lay down generally the 
methods to be adopted. 

As I have already said, the success of the finance division must 
depend upon the executive work of the chief accountants of the various 
•units, and the functions of the controller of finance are to act as the 
leader of the division. But success rvill not be achieved by issuing orders 
from headquarters to the local accountants, in fact that method of 
approach may have the exactly opposite effect. 

The local accountant reports to the general manager of his unit, 
and the general manager reports to the head of his group or di'vision. 
Therefore nothing but harm will result from the controller of finance 
cutting across the lines of the organization and issuing orders to the 
local accountants. The controller, therefore, must always contact 
direct with the heads of di'visions. This, however, does not mean that 
he should have no direct contact with the local accountants. In my 
experience the controller’s most effective work will result from the 
keeping up of a personal contact with the local accountants. 

In order to do this, the controller should personally visit periodically 
as many units as possible and he should make a point of seeing accoun- 
tants home on leave from foreign units. In this way he is enabled to get 
to know the men, to stimulate their thoughts, to give them a picture of 
his main policies and plans, to discuss their difficulties and generally 
to inspire them with esprit de corps. All of this he can do by means of 
periodical tours without in any way interfering 'with the lines of control. 
If the controller himself has the right personality, the results of these 
contacts ■will be surprising and prove to be far more effective than official 
instructions issued from headquarters. 

The appointment of the controller of finance would be a board 
appointment and he would report direct to the managing director. 
Thus he would be in an independent position and enabled to act as the 
financial adviser to the combine. 

As regards the chief accountants of subsidiary companies, although 
they each report to the managing director or general manager of their 
respective imits, yet circumstances may arise, such as suspected fraud, 
when it may become necessarj' for them to report direct to the control- 
ler of finance. They should therefore be given that right, although it 
should- be exercised only in very exceptional circumstances. In the 
first case the local accountant should invariably report to the managing 
director or general manager of his -unit any matters as to which he is 
not satisfied, and he might recommend that the facts should be reported 
to head office. If the general manager refused to do this, if the accoun- 
tant considered the matter to he of -vital importance, he should, -vrith the 
knowledge of his general manger, report the facts to the controller of 
finance. 

In the ordinary course the controller's direct contact rvith the affairs 
of a unit is, as I will explain later, by means of his internal audit staff. 
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Having attempted to describe in very broad outline the finance 
division and its place in the organization of a large combine, I now 
propose briefly to describe some of the main responsibilities of this 
division. 

Under the type of organization that I have outlined, the controller 
of finance would be, as I have described, on a level Avith the heads of 
the other main divisions and he would be a member of the board of 
the main company, or if not a member he would attend board meetings 
in order to represent finance. He would therefore take a direct part in 
the management of the whole combine. He would be in direct touch 
with the managing director and with the main policy of the board 
and he would also be in close contact with the heads of the other divi- 
sions and thus be familiar vith their main problems and difficulties. 

The working of the division as a whole may be divided between 
the follo\ving responsibilities — 

(fl) Finance. 

(b) Accounting. 

(c) Measurement. 

(^Q Forecasting. 

Finance 

This would embrace the provision of the necessary capital of the 
combine, the investment of surplus funds and the general financial 
policies. These matters would, of course, be decided by the board, but 
it would be the responsibility of the controller of finance to bring 
before the board all the necessary data. 

The total capital requirements of a large combine Avill amount to 
a considerable sum and ■will be provided in various ways, e.g. share 
capital of various classes, long term debentures and mortgages, short- 
term loans, bills of exchange and trade credits, etc. The total capital 
required varies considerably from time to time owing to the volume 
of sales, the level of prices and other factors. The decision, therefore, 
as to the proportions to be raised under each head is a matter of great 
importance. 

The controller of finance would be -responsible for seeing that the 
available capital is equitably apportioned between the various units, 

. that rigid economy is exercised in the use of capital throughout the 
organization, and that the financial policies decided by the board are 
carried out. He would also be responsible for examining and reporting 
upon the financial aspects of all schemes submitted to the board. 

In general, he would be responsible for the control of the financial 
structure throughout the whole organization. 

Accounting 

This represents the recording of all transactions and would involve 
the setting up of an accounting, costing and statistical organization 
for the whole combine and mclude the preparation of the final accounts 
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for the year and the periodical accounts, returns, and progress reports 
during the year. 

With a view to comparisons and consolidations, etc., it is obviously 
most important that the accounts, costs, statistics and budgets of all 
units in the combine should be prepared upon exactly comparable bases. 
It would therefore be the responsibihty of the controller of finance to 
lay do\vn in detail the standard bases upon ^vhich these various records 
should be prepared and what accounts, reports and retmns shah be 
submitted to head ofiice and the dates when they will be required. 
The controller of finance should also be generally responsible for seeing 
that up-to-date and efficient accounting methods are adopted through- 
out the organization. 

In view of the fact that the units of a combine such as we are con- 
sidering would be spread all over the world and that in many countries 
abroadnative staffs would be largely employed, consideraWe advantages 
■ are to be derived from the preparation of a manual of standard practice. 
In the manual exact details should be given as to how every class of 
transaction is to be handled, how all items are to be classified, the exact 
form in which and the dates when aU accounts, returns and reports 
are to be prepared and submitted to head office, the basis upon which 
assets are to be valued, and aU the other information necessary in order 
to ensure that the accounts, costs, statistics and budgets of all units 
are prepared upon an exactly comparable basis. If this is not done it 
will be found that the various local accountants will all have different 
ideas and handle matters in different ways so that it will be impossible 
to arrive at comparable results. 

In recent years increasing attention has been directed towards the 
mechanization of accoimting and the introduction of labour-saving 
methods, with a view to speeding up the work and reducing its cost. In 
my opinion there are great possibilities of further developments upon 
these lines. 

The whole system must be designed so that all the essential factors 
are clearly focused and this information must be available promptly 
to be of any value to management for control purposes. 

In the old days management was contented with accounts prepared 
once a year, but to-day means must be provided by which the whole 
position can be watched constantly throughout the year. Monthly 
accounts, together with numerous returns, are required and the accormt- 
ing and costing systems must therefore be organized accordingly. 

The work and expense involved in accounting is considerable and 
therefore great waste will result if accounts, reports and statistics 
are compiled that do not serve a practical purpose. In course of time 
this situation will inevitably arise and, therefore, the whole organiza- 
tion should he overhauled periodically with a ^dew to eliminating 
every unnecessary return, etc., and also to ensure that the whole of 
the work is carried out in as simple and efficient a manner as possible. 
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In connection \vith. the accounting system it is most important that 
the classification of the figures shall throughout the organization 
follow the lines of the organization structure ; in other words, that the 
classification shall be by responsibilities. If a single classification 
embraces two or more responsibilities, the figures are] valueless for 
control purposes. For example, all the expenditure directly controlled 
by each particular department should be separately classified, so that 
the responsibility for the result is clearly fixed, othenvise the manager 
of the department will always have an alibi. 

The form of presentation of figure statements is a matter of impor- 
tance and many statements are spoilt by the inclusion of unimportant 
detail which makes the statement difficult to read, so that one cannot 
"see the wood for the trees." Everything should be done to make all 
figure statements crisp and clear and thus easy to read and understand. 
In this connection graphs are of great value, as not only are they much 
easier to read than a figure statement, but often a graph will reveal a 
trend which has not been observed from a study of the corresponding 
statement of figures. 

In the case of the financial accounts of business undertakings, 
there is room for considerable improvement in the way the figures are 
presented. Under the old-fashioned methods still commonly practised 
in this country, a single column of figures is shown on each side of the 
accounts. This form of presentation is particularly uninformative and 
makes the accounts difficult to read ; whereas if the items on both sides 
of the accounts are grouped and sub-totals show it is remarkable 
how this very simple innovation clears the picture. 

If a Balance Sheet is grouped in this way with sub-totals, the main 
features of the financial position can be seen at a glance and in particu- 
lar the ratio of current assets to current liabilities, which is .one of the 
key points of the financial position, is clearly shown. Further, the read- 
ing of the Balance Sheet is greatly facilitated by the inclusion of the 
figures for the preceding year. 

I am sure that all of this must appear most obvious to all of you, 
but it is only too common to find that these simple principles are not 
complied with and, in consequence, the management of the concern 
does not obtain the full benefit from the accounts and records for the 
purposes of direction and control. 

Internal Audit Department 

However carefully we may build up our organization, human weak- 
ness will at times upset our plans and serious errors and even fraud may 
creep in; For this and other reasons an internal audit department is a 
most important part of the accounting organization of a large combine. 

The internal audit department must report direct to the controller 
of finance, as the internal auditors must be in an independent position 
in ''order to carry out their responsibilities effectively. 
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This function is of great importance and if properly operated the 
internal audit department should render valuable service to both the 
local management and to headquarters. But success \vdll depend upon 
the selection of the right type of personnel. They should be tx^ed 
accountants wth a commercial sense and a knowledge of the particidar 
business, and they should be young men of tact and good personality. 
In the course of their work they should make every effort to gain the 
confidence of the executives and create the impression that they are 
there to help and not to act as spies and trouble-makers. Their 
criticisms should therefore be constructive and helpful. 

The internal audit department enables headquarters to maintain 
a direct touch with the various units, and in this way fulfils a very useful 
purpose. 


Measurement 

In a large combine, the mass of detailed information contained m 
its books of account is prodigious, as every single movement is recorded. 
But for control purposes the records are of little value to management 
unless the essential factors are clearly focused and there are means by 
which they can be measured. 

To know what an article has cost is information, but what manage- 
ment requires to know at the same time is what the article should have 
cost. Therefore actual costs are measured against standard costs and 
operating results against budget forecasts, etc. 

. In the ancient and learned professions it is possible, as the result of 
scientific investigation and the careful measurement of collected facts, 
to predict results wth a high degree of accuracy. For example, en- 
gineers when designing a great bridge, calculate the strains and stresses 
and all of the requirements Avith extraordinary accuracy. 

In the management field it is now being realized that exactly those 
same methods can and should be applied wth the same end in view.- 

In the records of a business there are stored all the necessary data 
and all that is required is for these to be carefully analysed, measured 
and studied. I feel certain that we do not yet realize fully the great 
advance that nill have to be made if a scientific study upon these lines 
is to be fully developed. At the present time we are but slowly finding 
our way. 

In a large combine this task is a considerable one, as every part of 
its operations requires to be studied minutely with a view to establish- 
ing standards of measurement or "yard sticks.” This study wiU be 
of the greatest value to management, as in all figure statements results 
can be accurately measured by means of these "yard sticks.” 

To be effective this study must be carried out by the finance division 
in co-operation with the technical experts of the other divisions, in 
fact a great part of this work involves technical matters which must be 
undertaken by engineers. For example, time and motion study, which 
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plays an invaluable part in the operation of a modem factory, is a 
highly technical matter and necessitates specially trained staff. The 
fullest co-operation throughout the whole organization is necessary 
if success is to be attained. 

One of the most important functions of the finance division is the 
reading of the records for the benefit of management. Results, there- 
fore, should be focused clearly and crisply, compared \vith the standards 
of measurement or "yard sticks,” in a form that "he who runs may 
read.” At head office this work nail be performed by the controller of 
finance and at the units by the local accountants. 

Forecasting 

A common and serious weakness in the organization of many busi- 
nesses is that their accountants are constantly looking backwards 
instead of fonvards, which is not very helpful to management. 

Only a madman would go to sea without working out the course 
ahead, and it is just as essential in the case of a business to do exactly 
that same thing. But there are comparatively few businesses in this 
country that have organized a complete budgetary system. 

In the case of a large international combine such as we are visualiz- 
ing, effective control is impossible without some form of forward plan- 
ning. A forward view is obviously essential for the board and managing 
director of the main company, but it is equally necessary for the manag- 
ing director or general manager of every unit in the combine and also 
for the chief executives of each department of a unit. Success must 
depend upon forward planning, and a system of budgetary control is 
merely a system which enables plans for the future to be worked out in 
every detail. 

By means of a budgetary system the finance division is enabled to 
see not only what last year’s accounts revealed but what next’ year's 
position is likely to be — the former is history and carmot be altered, 
but management can control the future to a material extent, and if the 
trends shown by the budget forecasts are adverse, action can-be taken 
immediately -svith a view to improving the position. 

The budgetary system should be interlinked rvith and form part of 
the accounting system and the system of managerial control. 

Every unit in the combine should be responsible for the preparation 
of its budgets for the coming year, and these budgets should be revised 
periodically, say quarterly. The budget should be divided into three 
sections — 

(a) Profit and loss budget; 

(b) Capital expenditure budget ; 

(c) Finance or cash budget. 

The budgets of the various units should be combined by the con- 
troller of finance into a master budget, which also would be di-vrided 
into the three sections that I have described. 
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The profit and'loss budget of each unit should be prepared in exactly 
the same detail as the Profit and Loss Accoimt itself. This budget is, 
of course, founded upon the sales forecast prepared by the sales depart- 
ments. 

In the capital expenditure budget particulars should be given of 
the estimated capital expenditure for the coming year. 

The finance budget, which is based upon the profit and loss and capi- 
tal expenditure budgets, shows month by month for the coming year 
the estimated cash position of the company. 

These budgets should forecast clearly the future course of each unit 
and of the combine as a whole, both as regards the operating results 
and the financial position, thus directing the attention of management 
towards all the weak points. 

A budgetary system in my experience greatly strengthens mana- 
gerial and financial control and results in economy in both revenue and 
capital expenditure. It forces all executives to plan and think ahead 
and greatly facihtates the control and co-ordination of the whole of 
the activities of the combine which are by these means intelligently 
directed according to a carefully considered plan. 

The budget forecasts provide the means by which it is possible to 
measure periodically the limit of deviation which actualities and reali- 
zations bear to the normal or ideal, and by forecasting trends they 
enable action to be taken before the event. This work may be likened 
to that of the navigation of&cer of a ship when he calculates the course 
ahead and constantly checks the position of his ship. __ 

One of the great practical difficulties is the provision of the right 
t^e of persoimel for the whole of this work. For the “finance” and 
accounting part, trained accountants are available, but the difficulty 
arises in connection with "measurement" and "forecasting.” Little 
has been done in this country to train men for these aspects of the 
problem. The professional accountant’s training is, it appears to me, 
directed almost solely towards the production of practitioners and not 
accountants for industry itself, and I am convinced that the accoun- 
tancy prof ession should seriously consider the desirability of broadening 
the training of their students to embrace these most important 
subjects. - 


For t^ work it is essential to have the "scientific mind,” backed 
y techmcal accountancy, together ivith a vivid imagination and com- 
rnercial sense. To-day it is very difficult indeed to find men possessed 
of ^ these qualifications, and one of the problems of industry is the 
traiiung of men for these responsibilities. I suggest that industry, the 
accountancy profession, and the universities have each a contribution 
to make towards the solution of this important problem, and that they 
should give it senous consideration. 

The subject that we have been considering is a very complicated 
one and m the time available it is not possible to do more than sketch 
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tli?* pktiir*- in nnUin'f, Ivv-nj ^o, ^ am nfmid that my picture is 
very W‘-!rrr4, l«it it jnay to ctcate <lisc»‘i>>ion. 

Th'^ j'rcrit irnpertanc'-’ of a soutt-.i financial ory.inL’alion cannot he 
over-*:mpba*;i;vd. fc-r linancial weakness affects the niintls ami policy 
oi manayi'rnenl. li the ship i« mahits!; water fast aiul heading for a 
dangerous shore, it t-- extremely difficult for the ofiicers to keep coo! 
h‘ ads and their efforts will he wholh* directed towards oveicoming 
the immediate dangers at wliatcvcr cost, even though this entails 
jettiojusne vahiahle cargo. Exactly the same is the position in the case 
of a hudries.s nrnlertaking that i? dsifting into financial difficulties. 

]-«rthertnute, if the financial portion is weak, then in limes of ad- 
versity that undertahimt's jenvrr of resistance and its recuperative 
rapacity must he low. 

In tiie e.ase of .a large combine, the maintenance of a health}' 
financial poutlon the whole organiration during a long 

P'riod of adversity i‘- the severest test, and is only po.ssibic if the finan- 
cial control throiighont is sound and rfikient. An international combine 
such as V.C have visuaU/.ed is so vast and widespread, it has so man}' 
rajnifscations, is affi cted by so many different influences, that it is 
particularly su.icrptible to finanrial disca.'^es which may develop into 
creeping paralysis, The .subject, f lirrcfore, that wc liavo been consider- 
ing is of stiprcme imiKirlancc in industry tc^-day and it is greatly 
ftxerci.sing the minds of all wlio iiavc the heavy responsibility of direct- 
ing and controlling large combines. 



CJtapter XIV 

The Principles and Practice of 

Budgeting in Modern Business 

A paper delivered before the South Wales and Monmouthshire Chartered Accountant 
Students' Society on 2 ^ih January, 1936, and to the Chartered Accountant Students 
Society of London on igth February, 1936. 


The Chairman (The Right Hon. Lord Plender, 
G.B.E., LL.D.), in introducing the lecturer, said; By the courtesy 
of Mr. de Paula, I have had an opportunity of reading his paper before 
coming to this meeting. It is in my opinion a most valuable contribu- 
tion to the science of management in industry in its many aspects. 
Control of expenditme merely in its composition for each process of 
mcmufacture without being related to a sales policy is of little real value. 
The two must be considered not as separate parts of a problem, but as 
the problem itself. 

To ascertain production costs rmder a well devised costing S5^tem 
is now fairly well understood; but the further costs in disposing of 
the articles produced before reaching the customer are of equal impor- 
tance, as on them and their correct estimation largely depends the con- 
tribution to profits or losses. This aspect of the question is difficult to 
determine in advance, as Mr. de Paula illustrates, and any method 
which claims infallibility would be foolish. But there are directions 
in which experience has taught us to look for guidance, and Mr. de 
Paula’s practical knowledge of the subject of which he gives us the 
benefit in his paper, should be a stimulant to study and research. 

I doubt if sufficient attention has yet been given by industrialists 
and manufacturers to the related outlays of distribution to production 
quantity and costs, or volume and value of sales or other basis of com- 
parison, and bases ma3’^ vary in different businesses. 

Sir. de Paula’s paper covers much ground and is a striking example 
of scientific inquirj' applied to a very important subject in which we 
should be concerned. And whilst practising accountants are often 
instructed to put in a S3'stera of works costing, their principals do not, 
generaU3r speaking, associate them with the classification of costs of 
distribution and administrative expenses. These outlays which the 
management is responsible for are rising, for example, through the 
growth in press advertising, posters, travellers’ salaries, etc., and the 
question is, are the3' justified in the results obtained? 

Mr. de Paula; I feel that I owe 5’ou an explanation for having 
chosen this subject for discussion to-night, as many of 3'ou may feel 
.that it is far removed from the sphere of the practising accountant. 
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I am, however, strongly of opinion that our profession should keep 
in touch %vith, and study the problems of, management for the follow- 
ing reasons — 

The practising accountant is commonly referred to as the business 
doctor, in w^hich capacity he is called upon to diagnose the complaint 
when the patient is sick and then to advise the remedy. In the case 
of the industrial patient the cause of the sickness, only too commonly, 
is due to faulty management and an ineffective system of control. 

The medical profession studies exhaustively every aspect of the 
human body, its complaints and weaknesses and their cure, and I 
suggest that it is just as important that our profession should study 
every part of the industrial body, its complaints and weaknesses and 
their cure. 

In these days the professional accountant is commonly called upon 
■' to investigate a business that is in difficulties %vith a view to advising 
how, if at all, its position of affairs can be mended. 

In order to carry out such an investigation successfully, a wide 
knowledge of management is invaluable. The great difficulty, however, 
is for the practitioner to gain experience in the sphere of practical 
management, apart from finance, as to which his training makes him 
an expert. In the case of an aihng business, more often than not the 
root of the trouble is to be found in the sphere of management, the 
effects of which are merely reflected, in the financial difficulties. 

As liquidators and receivers, accountants often have to carry on 
business and therefore in this capacity a knowledge of management 
is of the utmost value. 

There is another aspect of the question which I feel our profession 
is apt to overlook, namely that a considerable proportion of our mem- 
bers is engaged in industry itself and I think that this tendency ^vill 
increase in the future. 

To-day, Chartered Accoimtants are to be found on the staff of 
almost every large company and many of them in positions of con- 
siderable responsibility. 

For these various reasons, my personal opinion is, that you students 
■\vill be well advised to take advantage of every opportunity to study 
the problems of scientific management. 

In the first place I think it is necessary to come to a clear rmder- 
standing as to what we mean by budgeting, or the term which is most 
commonly used, namely " Budgetary Control," which is not altogether 
a happy one, but it has become generally accepted. 

This term was first used by the British Chancellor of the Exchequer 
in the l8th century. This first budget was a somewhat crude affair, but 
it showed the expenditure for the preceding year, estimates for the 
coming year and outlined a method of taxation in order to raise the 
total required. Many other Governments and municipalities have since 
followed this same practice. 
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In recent years industry has discovered th&t this same system is 
most helpful for the pmposes of control. This practice has been widely 
adopted in the United States of America and is now making rapid 
progress in this country also. 

■ At an International Conference on Budgetary Control held at 
Geneva in July, 1930, the foUorving definition, which I think is an 
excellent one, was given — 

"Budgeting is not merely control; it is not merely forecasting; 
it is an exact and rigorous analysis of the past and the probable and 
desired future experience with a view to substit'nting considered inten- 
tions for opportunism in Management.” 

It always seems to me that budgeting in business is exactly like 
the navigation of a ship. Only a madman would go to sea without work- 
ing out his course ahead. Before putting to sea the %vise captain works 
out his course and frequently checks the ship’s position compared wth 
the predetermined one. furthermore, ii the ship is in shahow water, 
soundings are constantly taken. This it seems to me exactly describes 
the functions of budgeting in business which represents merely planning 
for the future. 

All organized businesses must, and do, plan ahead in some form or 
another, and the most successful business in the long run will always 
be the one 'that is most accurate in its forecasts, is most frequently 
checking its position and that is planning furtherest ahead. 

By instaUing a budgeting system we are merely setting up machinery 
by means of which every detail of our plan and every knorvn factor 
affecting it must come under review and be provided for in our calcu- 
lations. Only in this way can we be certain that no factors are over- 
looked and that our calculations are as accurate as is possible. By set- 
ting up such a system we learn by our mistakes, thus gaining experience 
. and attaining increased control over our affairs. 

Planning ahead, therefore, is the basis of organized business and 
upon which success directly depends, and there is no doubt that faulty 
planning alread has piled many an industrial ship upon the rocks. 
Careful planning is necessary from the birth of the business, right 
through its life and in every section of its organization, and in the case 
of a large international combine, this is a complicated and %dtal problem. 

The problem we have to consider to-night is the exact place of 
budgeting in the organization of a modem business, and what are its 
objects and advantages. 

The views I shall express are based upon practical e.xperience. The 
first use of budgets in our company was in the case of one of our over- 
seas companies where such a system was installed some thirty-five 
years ago. Some five years ago we organized a complete, system 
throughout the compan3f's whole organization all over the world. 
We could not have started this s\*stcm at a more difficult time and it 
has therefore been proved out under the most testing conditions. 
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Several other important companies in this country have also adop- 
ted budgetary control, and we have exchanged experiences. 

This summer Mr. R. Dunkerley delivered a paper on Budgetary 
Control before the International Congress for Scientific Management 
and two appendices attached to the paper comprise questionnaires 
answered by a number of companies in tlris country recording their 
experience and conclusions. There is thus recorded the practical 
experience of a number of companies in this country, and those of you 
who are interested, I strongly recommend to study this paper. 

Budgeting has been proved out in practice by many different 
undertakings and to-day, therefore, has a weight of practical experience 
behind it. 

I propose in tlie first place broadly to outline a system of budgetary 
control and then to describe its uses and value to management. I am 
supposing the case of a holding company with a number of subsidiaries. 

The exact details of any such system must be governed by the cir- 
cumstances and nature of the particular business, but from the inter- 
change of experience, as revealed by Mr. Dunkerley's paper, it is clear 
that we are all working upon very similar lines, and have adopted the 
same basic principles, in fact, a definite technique is being evolved. 

There is nothing mysterious or complicated about such a system. 
In fact, it is extremely simple. It merely represents setting up a system 
for the purpose of estimating what results next year’s Profit and Lossc 
Account and Balance Sheet are likely to show. 

To be of value to management, these estimates must be reasonably 
accurate and therefore great care and sound judgment are required 
in framing these forecasts and the system must be such that no kno^vn j 
factors are overlooked. 

As regards the period of the budget, this depends upon the nature j 
of the business. Some concerns can budget a year ahead or even longer,/ 
whereas others can budget for only two or three montlis ahead. 

However carefully the budget may have been prepared, events will 
rarely work out exactly according to the plan. There are many con- 
tingencies impossible to foresee which may drastically affect the results 
such as war, weather, fashion, price wars, booms, slumps, strikes 
tariffs, exchange restrictions, etc. It is necessary, therefore, for thf 
budget calculations to be reconsidered and revised periodically. 

In the case of our company, we budget for a year ahead and revise 
quarterly. This means tliat at the quarterly revisions the whole of the 
forecasts for the coming year are reconsidered and recalculated. 

Our financial year is January to December, and our No. i Budget 
is submitted in the first month of the year, namely January. 

The No. 2 Budget is submitted in May, when, of course, we have 
available the ascertained results for the first quarter. 

The No. 3 Budget is submitted in August when the fimt half-year’s 
accounts are available. 



176 


DEVELOPMENTS IN ACCOUNTING 


No. 4 Budget, the final revision, is submitted in November when the 
first nine months’ results are known. 

I suggest that the year’s budget should be subdivided into monthly 
or quarterly periods, so that during the course of the year the ascer- 
tained results may be checked against the budget forecasts. This 
procedure is most valuable for checking the position during the course 
of the year, and greatly increases the control of operations and finance. 

During the course of the year the actual position should be checked 
month by month against the budget predetermined positions — 

Under our system the budget is split up as follows — 

(fl) Production budget. 

{b) Trading and profit and loss budget. 

(c) Capital expenditmre budget. 

(d) Finance or cash budget. 

(e) Balance Sheet budget. 

Each company or unit within the combine submits its budgets in this 
form and the whole of these individual budgets are combined into a 
master budget for the whole group of companies. 

Production, Trading and Profit 
AND Loss Budgets 

The form in w'hich these budgets are submitted corresponds exactly 
wth the form of the annual financial accounts. In my opinion this is 
very important as it makes certain that no item is overlooked and it 
enables detailed comparisons to be made subsequently between the 
budget forecasts and the actual results. 

The grouping of the items in this form of accounts should be by 
responsibilities. That is to say, that the expenses imder any one group 
should be the sole responsibility of a particular department or section. 
If expenses of two or more responsibilities are grouped together, then 
each department, if criticised, wiU have an alibi. 

The first step in the preparation of these budgets falls to the sales 
division which has to make the following estimates — 

(а) The estimated sales in quantities. 

(б) The estimated selling prices. 

(c) The estimated selling and distribution expenses and charges. 

In some cases the sales division would estimate the advertising 
expenditure, but more commonly the board decides the annual adver- 
tising appropriation. 

(_The whole budget is based upon, and directly depends upon, these 
sales estimates.^ The great difficulty is in estimating the volume of 
sales of the various classes or t5'pes of goods, and also the effect of con- 
tingencies. I will refer later to the importance of this factor, which is 
the keystone of the arch. 
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Upon conipletio^ the estimates passed to the works direc- 

for tte purpose of calculating the produc tion costejo n^et ^ fore- 
cas^ted sales progra^e^ It is necessary, of course, in this conn^tion 
to take into account predetermined inventory_levels. It is, of course, 
a matter of vitalTmportance that inyento^ levels should be planned 
in line with production and sales voluixie. ' ' 

As regards tEe~ raw~ni^terial costs , the chief purchasing agent 
■will estimate these. In makuig this calculation he uill have particulars 
of, and the value of, the stocks in hand, any for^vard cover and the 
prices at which such contracts have been fixed, and the only unkno'wn 
factor and difficulty, the refore, is the prices in respect oTtHe unbough t 
balancCw 

In this connection budgeting enables purchasing to be planned 
according to a long-range vierv and therefore avoids, so far as is possible, 
the dangers and difficulties of over and under buying. It also enables 
materials to be bought to the best advantage. 

The works director will estimate the direct labour cost and the 
works overheads, which latter will include all works charges up to the 
factory gate, all of which the works director controls. 

In making these calculations, allowances must be made for the 
effects of altered processes, improved plant and improved labour 
efficiency. 

A budget system enables production to be planned with a ■view to 
attaining a steady flow and it gives warnings of idle capacity and short- 
age of capacity and thus enables timely action to be taken. 

Upon the completion of the production budget, the next step is 
for the accounts department to estimate the administration and finan- 
cial charges, taxation, etc. 

The final step is also as a rule undertaken by the accounts depart- 
ment, which is the assembly of all of these various estimates. As has ’ 
been stated, the whole pf the figures are built up in exactly the same 
way as the year end accounts, and the budget on completion, therefore, 
shows a Production Account, Trading Account, Profit and Loss Account 
and Appropriation Account. 

It is important, of course, in framing these estimates that allow- 
ances should be made for any possible or probable year end adjust- 
ments, such as the writing down of inventories, provision for bad and 
doubtful debts, and exceptional losses and charges. When first starting 
a budget system, it is very common to find that these factors are over- 
looked. 

Having assembled the figures in this way, the accountants would 
then work out the vital ratios such as percentages to sales of the cost 
of goods sold, gross profit, selling expenses, net profit, etc., and others 
such as the ratio of sales and net profit to capital employed. These 
ratios are of great value for the purpose of testing the calculations, 
and also when reviewing the figures. 

13— (B 44S) 
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The whole of the details of these budgets should be carefully com- 
pared with the actual results of pre\'ious years. 

On completion, the budget of each concern should be approved by 
the manager, and in the case of a combine the group manager would 
approve of the budgets of all of the various concerns wthin his group, 
and the controller of finance would combine all of these budgets into a 
master budget for the whole combine. 

The master budget would contain summaries, showng the final 
results, b}!^ groups, of each unit, and, for comparative purposes, the 
previous year’s results. This master budget on completion would be 
approved by the managing director and chairman of the holding 
company, after which it would be submitted to the board for final 
approval. 

In our case, the master budget submitted to the board consists of 
only a few foolscap sheets, but by a study of these summaries it is pos- 
sible to see the trend and progress of each group, each unit within the 
group and the combine as a whole. \Mien renewing the accounts for 
the past year, on the board summaries, in addition to the figures for 
the year under review, comparative figures are shown for two preceding 
years and the budget forecast for the coming year, so that in this way 
the trend is clearly shoum •with both a backwards and a forwards view. 

Each unit and group is studied in the same way, and thus the weak 
spots are clearly revealed. It is easy, therefore, to see where action is 
needed. During the year the statements showing the monthly profit 
and loss results of each unit should show also the budget forecast, so 
that month by month in this way progress can be checked against the 
predetermined positions. 

Capital Expenditure Budget 

By means of this budget a forecast is made of the capital require- 
ments for the coming year. Each unit, therefore, has to consider its 
development plans ahead. Details should be given of the main items 
and the estimated financial gains, if any. The statement should be 
submitted showing the anticipated expenditure month by month, as 
these particulars are required in connection "^vith the preparation of 
the finance budget which I will explain later. 

Approval of a capital expenditure budget under our system does 
not give authority to expend the sums involved, but before actual 
expenditure can take place each proposal has to be sanctioned. 

The capital expenditure budgets of all the various units will be 
combined into a master budget by the controller of finance. This master 
budget, therefore, shows the grand total involved. 

The controller of finance would then prepare a report revieiving 
■the budget, and stating how it is proposed that the total expenditure 
should be pro'vided. It may be necessary for him to point out that 
if the total is expended that the result will be strained finances. In 
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the circumstances, the whole of the individual budgets may have to be 
revised downwards. 

Here again after approval by the managing director and the chair- 
man, the capital expenditure budget would be submitted to the board 
for final approval. 

In our case, the capital expenditure budgets are revised half-yearly. 

The preparation of these budgets results in long-term planning and 
effective control over capital expenditure. Experience shows that such 
a system also results in economy in the use of capital. 

Finance or Cash Budget 

This budget is based on the profit and loss and capital expenditure 
budgets. Its purpose is to show the cash balance month by month for, 
in our case, twelve months aliead. 

In making the calculations, allowance has, of course, to bejnade 
for the lag in the collection and pa5nnent of accounts and also for capital 
expenditure and receipts and non-trading income and expenditure. 

Under our system, this budget is revised quarterly. 

By this means it is possible to see the cash position month by 
month for twelve months ahead, and therefore exactly when any peak 
loads will develop. If so, in good time the necessary finance can be 
arranged. On the other hand, the statement may show that at certain 
periods there will be surplus funds, if so, arrangements can be made 
for their investment. 

I feel sure that it %vill be obvious to all of you the great value of this 
forecast of the liquid position which is such a vital matter. By means of 
this budget timely warning is given of any difficulties and therefore 
action is taken before the event. 

If, therefore, these estimates are reasonably reliable, this budget 
will prove of inestimable value to management, as policy has of neces- 
sity to be governed by the state of the finances of the concern. 

Personally I cannot imagine how in the case of a widespread organi- 
zation it is possible to control finances effectively without some such 
organization, as without it the industrial ship may find itself on the 
rocks before we know that it is even in shallow water. The preparation 
of this budget is exactly like taking navigation soundmgs which, of 
course, axe to ascertain what depth of water there is below the ship. 

Balance Sheet Budget 

The various budgets that I have already described, you ^viII appre- 
ciate, ^ve all the information necessary for the preparation of an 
estimate of next year's Balance Sheet. This completes'the picture, and 
enables every financial aspect and trend to be reviewed. 

The whole of the time involved in the preparation of these various 
budgets will be wasted if this machinery is not used. I would like to 
emphasize, therefore, the importance of checking the actual position 
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during the course of the year against the budget forecasts. If this is 
done, then management will have effective control over every aspect 
of the affairs of the business. 

The accuracy of all these budgets, with the exception of the capital 
expenditure budget, depends directly on the sales estimates, so that 
when installing a system, it is most necessary to emphasize this factor. 
If the original sales estimates are wrong, then the whole of the subse- 
quent calculations will be thrown out and the whole picture will be 
distorted. 

A reasonable degree of accuracy in sales estimates is much easier 
in some businesses than in others. In some it is almost impossible to 
forecast very far ahead. 

In my experience it is essential that the sales estimates should be 
Prepared territory by territory by the local sales forces. These local 
stimates have, of course, to be reviewed and approved by higher sales 
management. 

There are many difficulties, and one of 'the main ones is to estimate 
the volume of demand of the different classes and types of products in 
respect of which the profit margins may vary greatly. It is impossible 
to foresee exceptional demands, the effect of fashion, seasons, competi- 
tion, etc. 

The foundations of these estimates are past results and a careful 
market investigation. As regards the latter, public and trade statistics 
^e of great v^ue, and in this country industry would be greatly helped 
if these public statistics were improved, amplified and issued more 
promptly. 


Additional information vdll be gathered from field reports from the 
various sales territories and from contacts with the principal customers. 

Having gathered all of this information, consideration has to be 
pven to general economic conditions and also those in the particular 
industry, other factors are advertising policy, and the effect of price 
po icy on volume, in this connection greater quantity does not always 
mean mcreased profit. 

investigation is to assess the potential market and 
the share which the particular business may expect. ' 

The preparation of these sales estimates is of great value to manage- 
ment, as they serve the purpose of a measuring stick with which to 
]u ge s es efficiency. The preparation of these estimates enforces a 
reguter survey of the whole sales problem and results, therefore, in a 
^etm study of sales volume in relation to capacity and of inventories. 

non-pa 5 dng lines and experience 
^ m the sales personnel becoming profit conscious, 

tivpc ^ I>ndget system, it is common to find that execu- 

ives i^ecome discouraged if the actual results prove to be wide of the 

SSw carefuhy prepared, budgets cannot be expected 

y o work out exactly. If we think they wiU, we are merely 
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fooling ourselves, as there are so many circumstances and conditions 
which may vitally affect the calculations. With changing circumstances 
obviously it is necessary to alter the plan accordingly, but in that case 
all sections will change step together. This is the purpose of the quar- 
terly revisions. 

Advantages of a Budget System 

Advantages of a budget system are that it forces every department 
to think and plan ahead, and therefore to work according to one care- 
fully considered plan. By this means, each section keeps time with the 
other departments and so becohies part of a team. One of the great 
advantages, in my experience, is that it develops a team spirit. 

Under the type of organization that I have described, you \vill see 
that each section is largely responsible for setting its own goal. The 
managers of these various sections know that achievement will be 
measured against the standards which they themselves have, in effect, 
set. It therefore gives an incentive to effort and also economy. 
There is, I think, no doubt that this type of organization makes 
executives cost conscious and profit conscious. 

vBy means of the budget, expenditure is reviewed in advance and, 
therefore, before expenditure is incurred, management considers — 

"What it ought to cost, and what we can afford.” 

In this way we avoid the piling up of uncontrolled expenditure. 

These various budgets direct attention to the weak spots in the 
position in respect of which action is necessary, and they turn a search- 
light on l^e results achieved by memagement. 

When reviewing the final results, management is in a position care- 
fully to consider whether these results are reasonable or not, and if not, 
what steps can be taken to improve the position. If losses are' fore- 
casted by a unit, management will consider whether such losses can be 
eliminated or reduced by reorganization or change of management, 
and alternatively whether it is worth canying the unit on. In this way 
the leaks are stopped. 

Such a system results in the co-ordination of aU of the departments, 
"^t fixes responsibilities and acts as a yardstick \vith which to measure 
achievement. Further, it concentrates the attention of management 
on the effort to make profits. By this means also full use is made of 
our past experience in .order to guide our future activities, and it sub- 
stitutes considered intention for hit or miss guess-work. 

^Experience shows that such a system is invaluable for control 
purposes, both managerial and financi^. When deciding policy manage- 
ment is in a position to see what the probable results will be, and is 
also enabled to see exactly how the position, as it develops, compares 
with the original plan. 

Budgeting results in the whole financial position being kept under 
constant observation and control, and thus financial policy becomes 
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based on a careful survey of all factors and of the present and future 
trends. In consequence, it results in economy in the use of capital and 
also in revenue expenditure, and it avoids the fatal policy of drift. 

By the introduction of a budgeting system the finance division is 
forced to turn round and be constantly looking forward. A common 
weakness in many businesses is that their accountants are merely 
looking backwards, but that viewpoint is not helpful to management. 
A further and very important benefit is that under this type of organi- 
zation the financial organization becomes grafted into the whole system 
of managerial control, which enables the accountants to render far 
more efiective service than is possible under the old-fashioned type of 
organization. There is no doubt that in this way the whole outlook 
of the finance division is broadened and its work becomes far more 
interesting and useful than ever before. 

Budgetary control has a similar effect upon the other divisions 
and departments, to whom also the great importance of collective effdrt 
is made clear, as also is the part they play in, and their responsibilities 
for, the final financial results. 

^yOne of the great advantages in my opinion is that by means of the 
budgets we eliminate as far as is possible the element of surprise, and 
thus in bad times it helps management to keep its head, for it is the 
imexpected and the unknovm that frighten us. 

In conclusion, I would emphasize that a budget system is not a sub- 
stitute for management, but experience shows that it is an invaluable 
aid. As a result of practical experience, I am comdnced that such a 
system can be made an invaluable part of the control organization of a 
modem business. 



Chapter XV 

Financial Planning— Insuring for 

Future Profits 

One of the Sh< 4 d lectures on industrial and business management, delivered at the 
Regent Street Polytechnic in 1939. 


This series of lectures is, I understand, intended 
to cover the financial requirements of administration. I gather that 
the previous papers have dealt mth the financial background, both 
from the point of view of long and short period finance. The purpose 
of this paper is to consider the financial planning \vithin a business 
itself, particularly wtli a view to the future. 

In order that financial planning may" be effective, it is essential that 
the organization of the finance division of a business shall be carefully 
planned, and further that this division shall be staffed by and controlled 
by the right type of personnel. The field that I am attempting to 
cover to-night is a ivide one, as it embraces firstly, a description of the 
broad outlines of the system of organization of the finance division 
and the place of that division in the organization structure of the busi- 
ness as a whole. Having thus outlined the administrative machine, I 
hope to be able to describe to you how that machine is operated with. 
a view to achieving effective financial control. The basis of financial 
administration, or course, must be fonvard planning, and I am sure 
that all Nvill agree that financial administration, based upon a day-to-day 
outlook, has been the cause of many of our financial shipwrecks. 

For the purposes of illustration, I propose to assume a holding com- 
pany as, with this t5q)e of organization, tlu's is a problem of paramount 
importance. In fact, it can be safely said that it is impossible effectively 
to administer such an organization without financial planning, backed 
by a complete and effective control system. In the case of smaller 
businesses, the principles are exactly the same, though the problem 
is less complicated. 

The details of the scheme of organization of the finance division of a 
holding company require to be most carefully planned, as the finance 
division may be likened to the nervous system of the industrial body, by 
means of which it is operated and controlled. As in the case of the 
human body, any change affecting any part of the body should be 
signalled immediately to the brain if the nervous system is in good order. 
Tn the case of a holding company with wide ramifications, it will be 
appreciated that the setting up of an organization that will enable 
headquarters to keep in close touch with the exact position of every 
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unit presents a problem of great complexity and difficulty. It is essen- 
tial, not only that the whole of the details of the system -should be ' 
planned most carefully, but, in addition, it is vitally necessary that its 
operation should be under constant observation. Only in this way can 
success be achieved. 

-The evolution of the large-scale business of the present day is of 
comparatively recent growth and this expansion has created these 
administrative problems, which are very different from those involved 
in the administration of the small-scale business of our predecessors. 

In industry, therefore, this evolution created a new problem upon 
which there was little experience. There was, however, long experience 
in administration on the large scale in the Services, Government De- 
partments, the Church, and so on, though industry has, I think, been 
slow to appreciate that, the principles of administration being the same, 
there was a fund of experience in these directions that could have been 
dravm upon. In industry, therefore, we have aU had to build up our 
organizations largely upon the basis of trial and error, but it is interest- 
ing to find that when opportunities arise to interchange experience, 
how most of us have developed upon very much the same broad lines. 
There are differences in detail, but the main structure is generally 
found to be upon a common basis. 

Planning the Organization Structure - 

The main divisions of any industrial organization are — 

(a) Sales.' 

(b) Production. 

(c) Finance. 

In the case of a holding company, each company within the group 
and the main company itself would be organized upon this broad basis. 
To be effective, it is of vital importance that the heads of the finance 
division shall be upon an equality of status with the heads of the other 
divisions, and that he shall report direct to the managing director of 
his company. 

The finance division of each subsidiary and associated company 
would be headed by a local chief accountant and in the case of the main 
company, by a controller of finance. 

The status, responsibilities and functions of the finance division, 

I would suggest, are as follows. The head of the division \Yould be 
appointed by the board, on the recommendation, of course, of the 
chairman and managing director. In some cases, the head of the finance 
division of the main company has a seat on the board, whereas in others, 
although not a member of the board, he attends all board meetings 
at wMch^ matters involving finance are being considered. If the 
organization includes a central administrative committee, the con- 
troller of finance should be a member of that committee. It is of the 
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utmost importance that the controller of finance shall be in a position 
to speak ivith authority at the time when policy and plans are under 
consideration, so that the financial aspects may be appreciated fully 
by the board or central administrative committee before coming to 
decisions. Under the old type of organization in. this country, the sys- 
tem commonly worked in the opposite direction, in that there was no 
opportimity for the head of finance to speak before decisions were 
taken ; his time thus became devoted to looking backwards and the 
holding of inquests.' Under modem practice, therefore, instead of 
merely looking backwards, the finance division is turned round and is 
constantly looking forward ^d taking an important part in the 
navigation of the industrial ship. This is obviously sound, as fonvard 
planning must be the basis of successful administration. 

In the case of a large holding company, the various subsidiary and 
associated companies are commonly classified into groups and, in my 
opinion, it is most important that the organization of the groups and 
units should be upon exactly the same lines. That is to say, for example, 
that the cliief accountant of each subsidiary or associated company 
should report direct to the managing director of that company and take 
part in the navigation of that unit in exactly the same way as does the 
navigating officer of each individual ship in the fleet. 

Reverting to the controller of finance of the main company, he ^viII 
be responsible for thinking out and laying down the details of the 
organization of the whole of his division. He would, therefore, decide 
the exact form in which the accounts of all units should be prepared 
and when they should be presented. He would also lay donm the 
principles upon which such accounts should be prepared, vith a riew 
to ensuring that they are made up upon a common basis. For example, 

^ in consultation wth the production di\asions, standard rates of de- 
preciation would be established for all types of plant used by the group 
of companies and, in like manner, the exact basis for the valuation of 
inventories would be laid down. 

In order that the figures for the whole group of companies may be 
upon a comparable basis, which obviously is a matter of vdtal impor- 
tance, the controller of finance should be responsible also for laying 
down the broad outlines of the whole of tlie accounting, costing and 
statistical system. Further, he should lay down a programme of dates 
when all accounts, returns and reports are to be submitted to head- 
quarters. So far as possible, returns and statistics should be 
copies of those used by local management, and special returns for 
headquarters should not be asked for, unless there is a real need for 
the information. 

Further functions of the controller of finance would embrace the 
general finances of the group, especially in connection with banking 
arrangements, investment of surplus funds, the arranging of banking 
accommodation, issues of shares and debentures, all taxation matters 
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and also the financing of subsidiary and associated companies. In 
addition, he would be responsible for many other special matters. 

Under a budgetarj'’ control system such as I will endeavour to 
describe, the controller of finance would be responsible for the prepara- 
tion of the master budgets for the group and for their presentation to 
the board of the main company. 

Tlie exact position of the controller of finance, vis-d-vis the local 
accountants of the various companies within the group, is a matter of 
importance. The local accountant is directly responsible to the manag- 
ing director of his particular company, by whom he is appointed, 
though it is advisable that the controller of finance should approve of 
such appointments. The local accountant has a dual responsibility. 
That is to saj?, he has to furnish liis managing director vith all the 
information required and, at the same time, he is responsible for furnish- 
ing the' controller of finance with accounts, returns, statistics, and 
so on, prepared upon the bases laid down bj' the controller of finance. 

The accounts of a subsidiary will, therefore, be prepared by the local 
accountant and submitted to headquarters by the managing director 
of that company. From the headquarters' point of \iew, it is important 
that there should be some assurance that the accounts, as presented, 
have the approval of the local accountant. This position can be safe- 
guarded by arranging that the local accountant shall be responsible 
for completing and signing a questionnaire on the annual accounts 
of his company. By means of this questionnaire, the local accountant 
certifies that the accounts have been prepared in accordance withjthe 
standard practice laid down by the controller of finance, and he 
(the local accountant) is fully satisfied as to the correctness of the whole 
of the figures presented, that there are no undisclosed reserves and that 
all contingencies have been fully provided for. This questionnaire 
should be submitted wdth the accounts to headquarters by the managing 
director of the particular compan}'. 

The books and accounts of the various companies within the group 
are generally subject to internal audit. The internal auditors would 
report direct to the controller of finance, and the purpose of the internal 
audit would, of course, be to verify that the sj'stem of book-keeping 
is effective, that it has been properly carried out in accordance with the 
rules laid down and, in addition, the internal auditors would make 
spot tests and enquiries. It w'ould be their function alsb to make 
recommendations in. cases where the system could, in their opinion, 
be improved. Here again, it is helpful to have a standard question- 
naire, which the internal auditors would have to jBU up on the comple- 
tion of each audit and which w'ould be submitted by them wdth their 
covering report. The managing director of the particular company ' 
should be supplied with a copy of the internal auditors’ report, and the 
internal auditors should discuss this with the managing director before 
the report is submitted to the controller of finance, so that the managing 
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director has an opportunity to'give his answers to any questions raised 
in the report and also so that he may be fully cognisant with its contents. 
In my opinion, it is most important that matters should be so organized 
that local management feels that the internal audit is helpful to them 
and that it is not, in any sense, a "spy” system. 

Planning the System of Records, Budgets, 

AND so on 

The general accounting organization of a holding company obviously 
must be designed so that, at head office, the financial position and opera- 
ting results of every unit within the group can be watched from week 
to week and month to month, so that the general trend may be under 
constant observation. It is only in this way that action can be taken 
before the event. The financial administration of a holding company 
is, as I shall endeavour to explain, greatly facilitated by a system of 
monthly operating accounts and statistics, tombined with a system of 
budgetary control, as in this way, the present position and future 
trends can be kept under constant observation. 

It is impossible for me, in the time available, nor do I think that it 
would be helpful for me to describe the details of the system of records 
which would be used for the control of such an organization. In broad 
outlines, the t37pe of records that would be required at headquarters 
would be firstly, monthly profit and loss accounts or operating state- 
ments from each company within the group, these statements showing 
the operating results for the month, the corresponding month of the 
preceding year, the to-date position for the current year wtli the 
figures for the corresponding period of the preceding year. These 
operating statements should, I suggest, show, in totals, the net turn- 
over, gross margin, selling and general administration expenses, 
special items and the operating profit or loss. The statements would 
also show the budgeted results for the current year -with the corres- 
ponding actual results for the preceding year. It is also helpful if these 
statements show, for the same periods, the quantity sales and, in addi- 
tion, the quantity stocks held and, in the case of a factory, the raw 
material cover. 

In practice there would, of course, be many statistical returns — 
weekly, monthly and quarterly — ^the pmpose of which is to enable 
headquarters to watch the main trends. 

A budgetary control system is of the greatest assistance in connec- 
tion Avith the administration of a group of companies. In the time 
available, it is, however, impossible for me to outline this in detail. 
Under such a system, eadi company within the group at the commence- 
ment of each accounting year or period would submit a profit and loss 
budget. The first step in the preparation of this budget .is a forecast 
by the sales department of the estimated quantity sales for the year 
or other period for which the budget is prepared. The sales department 
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would also submit an estimate of the level of selling prices and the 
selling and distribution expenses. 

The next step is for the works director to calculate the cost of pro- 
duction of the forecasted sales volume, the estimated cost of raw 
materials being supplied by the chief purchasing agent. 

The budgets are generally finalized by the chief accoimtant of the 
particular company, who %vill provide an estimate of the administra- 
tion and financial charges, taxation, and so on. 

When complete, the budget of each subsidiary company shoifid be 
submitted to headquarters by the managing director of the particular 
company, together with a covering report. 

The controller of finance would be responsible for the preparation 
of the master budget embracing those of all the companies within the 
group and, in due course, the master budget, after approval by the 
chairman and managing director, would be submitted by the controller 
of finance to the board of the main company. 

These budgets w'ould be revised quarterly or half-yearly, when a 
similar procedure would be carried out, except that, in making up these 
revised estimates, the actual results to-date would be available. The 
great advantages of a budget system, such as I have described, are that 
all sections of a unit are working to a common plan and, if the budget 
plan has to be revised, then all sections will change step at the same 
time. 

Budgeting forces all sections to think and plan ahead, and a study 
of the budget shows, for example, whether it is likely there \vill be a 
shortage or a surplus of capacity during the period. Production 
capacity programmes, bujnng production, personnel, finance, selling 
and distribution programmes will all be planned ahead to meet the 
budget programme. This must result in effective co-ordination and 
control and makes it possible to take action before the event. 

Obviously, there are many contingencies which can completely 
uspet the most carefully prepared budgets, but a budget system, com- 
bined with monthly operating results, enables a very close watch to 
be kept on the main trends. In the case of a holding company, the 
progress and position of each unit can be watched in this way. If the 
trends are not satisfactorj-, corrective action can be taken and so the 
affairs of the whole group can be effectively controlled b3' management. 

In addition to the profit and loss budgets, a finance budget also 
should be prepared, the purpose of which is to show, for each company 
within the group and also the main companj', the forecasted cash 
position month % month for say 12 months ahead, ^ese estimates 
are based on the profit and loss budgets and budgets showng fore- 
casted capital expenditure. 

This budget obviously is of the greatest assistance in connection 
with the financial control of the group and of each unit within the group, 
as it will reveal the estimated financial peaks and valleys, which \vill 
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enable action to be taken in good time for the investment of surplus 
funds and, what is more important, with a view to arranging the 
necessary finance for the peak loads. 

Under such a scheme as I have described, the controller of finance 
is in a position to furnish the chairman, managing director, the heads of 
divisions and tlie board of the main company with all the information 
necessary to control the affairs of the company. 

Reports would be prepared by the controller of finance upon the 
periodical accounts of the various companies reviewing the current 
operations compared with those of preceding years and tlie budget for 
the coming year. In this way', the higher management is able to see 
dearly' the main trends and is thus enabled to keep in close touch wth 
all the main factors. Obviously, where matters are not progressing 
satisfactorily, special investigations would be carried out, wth a 
view to ascertaining what action is possible, in order to improve the 
position. 

The controller of finance would also be responsible for the prepara- 
tion of the final accounts of the main company, for submission to the 
shareholders. The form of presentation of published accounts in this 
country has been greatly improved in recent years and, in the case of 
holding companies, the practice is rapidly gro\ving of presenting a 
consolidated earnings statement and a consolidated statement of assets 
and liabilities. In my view, by far the more important document is the 
consolidated earnings statement, whereby the total earnings of the 
whole group of companies arc shown and reconciled vith the earnings 
of the main company. 

The reading of the annual accounts is greatly assisted by grouping 
the items and by showing the corresponding figures for the preceding 
year. Some companies also publish rvith their annual accounts statis- 
tical statements showing the vital figures for a period of years, so that 
the main trends may be clearly seen. 

Planning the Financial Structure 

I now propose to outline the main considerations in connection wth 
the planning of the financial structure of a holding company. 

It is necessary, on the inception of such a business undertaking and 
also in connection with every programme of expansion, to estimate the 
capital required in order to finance its operations, and these capital 
requirements can be classified under two broad headings — namely 
"Fixed Assets" including investments in subsidiaries and "Working 
Capital.” 

If the main company is to undertake manufacturing operations 
and, therefore, production capacity has to be provided, very careful 
estimates ^vill have to be made as to the capital requirements. The same 
considerations will arise in the case of each subsidiary company. 

For this purpose, therefore, an investigation \viil have to be made, 



DEVELOPMENTS IN ACCOUNTING 


190 

with the object of assessing the potential of the particular market and 
the proportion that the company xmder consideration may reasonably 
expect to obtain. This calculation will give the estimated volume of 
production, for which capacity has to be prordded. The effects of a 
miscalculation may be very serious as, if the volume attained falls 
far short of the estimate, the result rvill be idle capacity, the cost of 
which may prove to be a disastrous burden. On the other hand, if 
the capacity is inadequate, the business obviously will be hampered 
until additional capacity is provided, and it may not then be possible 
to arrange this so effectively or economically as could have been done 
in the first place. 

Other considerations naturally which have to be taken into account 
are the location of the factory and, in this connection, important 
• factors are the sources of raw materials, the situation of the market, 
labour supplies, rating, power facilities, facilities for expansion, and 
so on. 

Having erected or acquired the factory, the next consideration 
is its equipment with plant, machiner3% and so on. 

Before authorizing any such plans, the board of the company would 
require a full memorandum, supported by careful estimates of the total 
cost of the whole of these fixed assets. 

The next consideration is the ^ount of worldng capital required, 
which may be an even more difficult calculation to make. _ 

The total working capital required will naturally depend upon the 
volume of sales and financial provision must be made for the peak 
loads that have to be carried at certain seasons of the year. The total 
required has to cover the investment in inventories, book debts and 
a working bank balance. The level of inventories, which in a manufac- 
turing business embrace stores, raw materials, process and finished 
goods, depends upon the nature of the business and the facilities and 
the period required for replacement. The level of book debts depends 
on the volume of sales and the average credit terms upon which the 
goods are sold. 

Part of the working capital is commonly prorided in the form of 
trade credits. In the Balance Sheet of the concern, the working capital 
is represented by the surplus of current assets over current liabilities,- 
which latter include trade creditors, bills payable, accrued charges and 
short-term loans. 

The financial investment in inventories is a more or less permanent 
one, as inventories represent a reserv'oir which has to be kept filled, 
although the total amount does rise and fall in sN’mpathy with the 
volume of production and sales. A sound position in this regard is 
for there to be a surplus of current assets, excluding inventories, over 
current liabilities. 

In the case of subsidiaiy companies, the main company may acquire 
an interest in an existing busmess by the purchase of a majority 
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shareholding, or it may set up a new business to be operated by a sub- 
sidiarj’’ company. In the latter case, if a manufacturing business is 
to be sot up, then exacti}' similar calculations and estimates udll have 
to be made, in order to arrive at the total amount of capital required. 

Wdicn the total capital requirements have been calculated, it will 
also be necessary to make careful estimates of the probable earnings, 
with a view to ascertaining whether the anticipated return justifies the 
investment. For this purpose, a budget will have -to be prepared, 
shoving the estimated profit margin upon the forecasted sales volume 
and to relate this profit to the estimated capital required. 

Having arrived at the total capital requirements, the next considera- 
tion naturally is as to the form in which the capital shall be raised. 
The various forms in which capital is provided are, of course, share 
capital of various classes, debentures, bank loans and trade credits and, 
in addition, a continuing business may provide capital for expansion 
by means of reserves. The form in which the total capital has been 
provided obviously may have a considerable influence in the future 
„ upon the finances of the undertaldng. In principle, it is obviously wise 
that the investment in fixed assets shall be covered by long-term 
capital, i.e. share capital and long term debentures. Wherever possible, 
the safer course is for the whole of the fixed assets and an adequate 
working capital to be covered by share capital only. This, however, 
is not always possible, as the form in which and the amount of the 
capital that can be raised depend on the financial standing of the under- 
taking and the condition of the money market at the time of the issue. 

Debentures which, in the case of a commercial company, most 
commonly entail a floating charge over the whole of the assets of the 
concern, naturally affect the company’s credit as, if disaster overtakes 
it, a receiver will be appointed by the debenture holders, when the posi- 
tion of the ordinal-}'' creditors may be far from a happy one. Unless, 
therefore, a company is in a very strong financial position, the issue of 
debentures may hamper it seriously in connection ivith its dealings 
with its suppliers. 

Bank loans, whenever possible, should be utilized only for the pur- 
pose of financing temporary requirements which are self-liquidating. 
The financial position may become very difficult indeed if bank loans 
are ultilized for the purpose of the acquisition of fixed assets. 

Trade credits should be kept in a balanced ratio- to current assets 
and, as I have already said, it is prudent, if possible, to maintain a 
surplus of current assets, excluding inventories, over current liabilities. 

If an undertaking is successful, it is obviously a wise policy to plough 
back profits into the concern in the shape of reserves, thus increasing 
the financial strength of the undertaking and enabling expansion to 
be financed out of reserves. 

The working capital position is one which should be kept under 
rigid control and constant observation. This position, in a continuing 
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business, is constantly altering. The working capital available vill be 
reduced by the cost of additional fixed assets, the repayment of deben- 
tures and loans and by trading losses. On the other hand, the working 
capital vill be augmented by increases in the company’s capital, the 
proceeds of sale of capital assets, the accumulation of undistributed 
profits and by provisions for depreciation and obsolescence. 

It is very necessary, therefore, when considering additional capital 
expenditure, to take into account the effect that this will have upon the 
working capital position. Policy naturally has to be governed by the 
state of a company’s fihancial resources, and uncontrolled expansion 
has been the cause of manj' financial disasters. 

A holding company has commonly to provide for the financing of 
its various subsidiaries. In this way, it acts, in fact, as the banker for 
the group and thus the share capital invested in a subsidiary is often 
augmented by advances from the main company. The financing of 
subsidiaries in this way, however, should be strictly controlled. 

In my experience, it is umvise to arrange matters on the lines of a 
general current account as betw’een the subsidiaries and the main coni- 
pany. Thewse coiwse, I submit, is that the ordinary trading transactions 
as between the main company and the subsidiaries should be on an 
arm’s length basis — ^that is to say, a period of credit should be fixed 
and the subsidiary company should be expected to liquidate its current 
account strictly in accordance with this arrangement. If additional 
permanent capital is required, this should be provided' by the main 
company on a fixed loan account and there should be no authority for 
this loan account to be increased without the sanction of head office. 
The financial position of each subsidiary would thus be under the con- 
stant observation of the controller of finance of the main company,, 
and if surplus funds are accumulating in the hands of the subsidiary, 
the main company would require these funds to be utilized in repayment 
of part or the whole of the fixed loan account. 

It is very necessary to make it clear to the management of a sub- 
sidiary company that they are not trading with an open credit. On 
the other hand, it is obviously necessary to see that each subsidiary 
has adequate capital rvith which to finance its operations. 

The general policy of most holding companies is to maintain surplus 
funds with the main company. It is for this reason, therefore, that sur- 
plus funds, in the hands of subsidiaries are commonly deposited with 
the main company. In this way, the main company accumulates a 
fund of liquid capital which can be made available wherever it is needed 
rvithin the group. 

It is obviously necessary that there should be strict control of capital 
expenditure. For this purpose, a sanction system is most helpful. As 
a rule, the managing director of each company would be authorized 
to sanction expenditure up to an agreed limit and all expenditure 
beyond that limit would have to be authorized by headquarters. 



FINANCIAL PLANNING — INSURING FOR FUTURE PROFITS 193 

All schemes involving capital expenditure above the local limit 
would be submitted to headquarters, TOth full particulars of, and the 
reasons for the scheme being given, together wth the amount of 
capital required and the financial benefits, if any, that are estimated to 
result. As a rule, the chairman of the main company would be em- 
powered to authorize expenditure up to an agreed limit, and the ex- 
penditure beyond that limit would be authorized by the board of the 
main company. 

In a like manner, any scheme for the acquistion of additional 
subsidiaries would be submitted, for authorization, to the board of 
the main company. 

You \vill have obscrs'cd that the title of this paper is “Financial 
Planning — ^Insuring for Future 'Profits.” None of you, I feel sure, 
will imagine that I am suggesting that any form of administrative 
machinery can make certain of future profits. The best laid plans 
may go badly astray ; but it is far better to have worked upon a plan 
that miscarries than to have no plan at all. 

Planning must be the basis of effective administration, and planning 
is necessary in every division and section of an industrial undertaking. 
In the long -run, the most successful business will be the one that is 
planning furthest ahead and that has the most efficient control system. 
It is in this way that financial planning assists management to achieve 
profits. 

Financial planning is not a substitute for management but it is a 
most effective tool of management. 

Judgment plays a vital part in the successful conduct of the affairs 
of industry, but before judgment is exercised and final decisions are 
^ taken it is most necessary that management shall have knowledge of 
all of the important factors bearing upon the matter under considera- 
tion. This is the function of a scheme of organization such as I have 
endeavoured to outline. There is nothing new or revolutionary in the 
scheme I have described — in fact, it is, so far as I can ascertain, the 
broad basis upon which most holding companies operate — ^but it has 
this merit that it has been built up, step by step, tested and proved in 
the hard school of experience. >> 
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Chapter XVI 

Financial Planning and Control 

A -paper delivered before the Dcparimenl of Industrial Administration of 
Chester Muncipal College of Technology on the zSth Notvmher, 194O, ana oj ■ 
South Wales and Monmouthshire Society of Chartered Accountants on / 
November, 1946. 

Tiie subject we have to consider this evening is 
the part that financial planning and control plays in the managemen 
of the large scale business of to-day. It is -a \'ital part, as under 0 
existing system of private enterprise the ultimate test of success 
management is, after satisfying customers, suppliers and employees, 
thevearning of a reasonable return upon tlie capital employed. 

Finance weaves its way through everjf activity of a business an 
may be likened to the sinews of the human body. If the finances 0 
the industrial body become unhealtliy and diseased the consequences, 
all too often, prove to be fatal. Thus the effective control of finance is 
one of management’s vital problems. 

The word "planning” has an ominous sound in the ears of many 
industrialists to-day. During those long and dreadful years of v’ar, 
every aspect of both their lives and businesses was planned and con- 
trolled ; this they suffered wthout complaint as part of their contribu- 
tion to the war effort. But in those dark days they fondly hoped that, 
upon the termination of hostilities, they would be able to return to a 
much freer and more individualistic life. But that happy day has not 
arrived yet and many doubt whether it ever ^vill. One can well imagine 
such an industrialist pleading, "I have the planners still at work 
outside my business, please do not bring them inside as well ! ” 

Many industrialists wnuld point to most successful concerns that 
have never had a complicated planning system and to captains of 
industry who have made far more correct decisions than wrong, al- 
though such decisions w'ere based largely upon intuition and not upon a 
study of detailed facts and figures. There rmdoubtedly are such men, 
but even they would find it wery difficult to be equally successful if 
they were in command of a large scale and uddely dispersed business. - 
But, I submit, that in fact every business big or small always has 
and does and must plan ahead. It is just as much the basis of successful 
operation in industry and commerce as it is of a military operation 
in time 'of war. 

For example, let us suppose the case of a man who contemplated 
earning his living as a costermonger. He would have to plan on the 
following lines — 

(a) should he buy his barrow or hire one? 
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' (6) If he decided to buy, he must consider how to provide the 
necessary capital for the purchase of the barrow and the first stock 
of goods. If he had not the necessary amount, should he try to 
borrow, or provide the finance out of the proceeds of a well-planned 
burglary I 

(c) He would have to decide what goods to trade in and in what 
district and by what methods to sell them. 

Admittedly, however, in such a business no complicated S 5 ?stem would 
be required for its management and control, for the one man would 
be responsible for all functions, i.e. buying, selling, transportation, 
personnel, finance, accounting, etc. 

Let us further suppose that this man was highly successful, saved 
money and then took a shop, eventually oivning a chain of shops aU 
over the country together with farms and factories which supplied the 
products he dealt in. 

Upon this expanded basis the problem of organization would 
immediately become of supreme importance. He would be forced to 
delegate responsibilities and success would not be possible ivithout 
sound financial planning and control. 

In the past, and m fact in far too many businesses to-day, manage- 
ment has based its plans upon a rough-and-ready survey. For this 
purpose the accountant generally provided historical figures dealing 
with the operations of the past. This is a great weakness, as the accoun- 
tant who is always looking backwards can render little effective help to 
management in the navigation of the industrial ship. 

Careful and detailed planning is the basis of all successful operations 
in every sphere of life. It is necessary therefore to set up an organiza- 
tion for the express purpose of carrying out this vitally important 
function. The whole of the ground must be surveyed, every factor, 
present and future, must be considered and responsibilities must 
be clearly defined. 

By means of such a plan, management sets the objective for the 
future operations and every section of the business is thus attuned to 
this one plan. As the plan develops, the progress of the whole opera- 
tion and of every section is constantly checked against the predeter- 
mined plan and if not in accord, where possible, corrective action is 
immediately taken by management. Only in this way can any opera- 
tion be effectively controlled. In the large scale business concern of 
to-day this function is of vital importance. Under this system all 
management^decisions are based upon a careful and scientific review of 
all factors. Judgment still plays its important part but it is exercised in 
the light of a complete knowledge of all the surrounding circumstances. 
Furthermore it is only by such means that it is possible to keep all 
of the activities of a large business tmder proper control. 

In the time available to-night it is possible for me to describe in the 
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broadest outline only the t5^e of organization that is required. I 
cannot therefore deal with the details of such a planning scheme. 

Essential preliminaries that must be pre-supposed are that there 
must be a complete and efficient accounting, costing and statistical 
system throughout the business. Further, the head of the finance 
division of the business must be upon an equahty of status mth the 
heads of the other main divisions of the concern and he must /report 
direct to the chief executive officer of the business. Tlie financial 
controller must be in a position to speak before decisions, involving 
finance, are taken. Under the old type of organization his responsibility 
was mainly confined to holding inquests after the event, 

A further necessary condition is that there must be complete and 
effective co-operation between all sections of the business in the pre- 
paration and operation of the plans. 

Careful financial planning is necessary when a business undertaking 
is first established. An estimate must be made of the amount of capital 
required in order to provide the necessary fixed assets and working 
capital. If serious errors are made in framing these forecasts, the con- 
sequence may be grave. Such calculations, therefore, should be 
based upon a complete and careful survey of the whole proposition. 
A vital figure is the estimated volume of production for which capacity 
has to be provided. This figure will govern the cost of the main fixed 
assets aiid also the requirement for working capital. If the estimated 
volume proves to have been far too optimistic, then the concern ivill 
be heavily handicapped and burdened with the cost of idle capacity. 
If on the other hand the estimate is far too low, then management is 
immediately faced with the necessity of extending capacity, which is 
costly and inevitably disturbs current production and, it may be, 
finances. 

Having settled this estimate of the total capital required, the next 
decision is as to how such total shall be provided, i.e. by way of ordin- 
ary.and preference share capital, debentures and trade credits. These 
decisions must directly affect the future of the business and, if judgment 
proves to be faulty, the consequences may be serious. 

In this connection, therefore, careful planning is obviously necessary, 
blit it is chiefly the planning in connection wth the running of an indus- 
trial business which I wish to discuss to-night. 

Financial planning is effected by means of a system of budgeting 
and standard costing. It is in fact all one system and it has been said 
that every budget is a standard and ever^' standard is a budget. Tliese 
erms have been generally accepted as describing two parts of a system 
o inancial planning and control. Tlie terra "budgeting,” however, 
is generally used to describe the predetermination of the overall trading 
r^uits of a buaness for future periods, in other words it is an estimate 

0 next year s Profit and I.nss Account. From the manufacturing point 

01 view it IS necessary to break down the production figures contained 
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in the budget into separate budgets or as they are called "standards” 
for each production unit and service throughout the factory. Standards 
are also established throughout the sales division. In this way targets 
are set for each and every part of the production and sales divisions, 
and these .targets must all be realized if the overall budget results are 
to be achieved. The great value of this setting of standards is that by 
this means actual achievement can constantly and immediately be 
measured against the predetermined standard. Management thus 
instantly becomes aware of the fact of the overall results being in 
accordance with the plan or not, and what is far more important, the 
exact sections in which matters are not developing according to plan. 
This is the vital information that management must have, if effective 
control is to be achieved. \Vhere matters are progressing according to 
plan, management is not concerned, but immediately progress in any 
section of the operations is out of line with the plan, then management is 
directly concerned. In order to achieve success every section of the 
whole operation must be in correct balance or "in step” to use a mili- 
tary term. If it is not, then management must immediately take 
. action to bring all sections into line, either by accelerating or slowing 
dovna tlie particular section, or if that is not possible by altering the 
pace of all of the other sections, so as to maintain correct timing 
throughout the whole operation. Thus the original plan may be changed 
by reason of uneven timing by certain units. 

The setting of standards gives an incentive to achievement which, 
experience shows, has a most stimulating effect upon individual effort. 
In this respect it is exactly similar to the fixing of "bogey” for each 
hole on a golf course. By that means, as each hole is played the golfer 
has a measure of his achievement. When the round has been completed 
the player can see from his card how his total score compares with, 
"bogey” for the course, and if it varies he can see how the total varia- 
tion is made up of pluses and minuses on individual holes, and he will 
know the reason for those variations. The whole purpose and effect 
of a budgeting and standard costing system is exactly similar and un- 
doubtedly results in the "lowering of the handicap”, of an industrial 
organization. Management by this means learns how to correct past 
errors and how to improve and develop technical efficiency throughout 
the whole organization, just as the golfer directs effort towards im- 
proving the weaknesses in his game as revealed by constant comparison 
of his efforts with the "bogey” score. 

In order to achieve the desired results all standards should not be 
imposed from above, but should be agreed, as being fair and attainable, 
by the individual whose achievements are to be measured by that 
standard. To set an impossible standard will inevitably dishearten 
and result in a feeling of unfairness in the mind of the in^vidual con- 
cerned. 

The whole budget plan in all its details, therefore, should be evolved 
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as a result of collaboration and consultation between higher manage- 
ment and those in command of the various sections. 

The financial controller usually co-ordinates the whole of this work 
and prepares the master budget, but the budget is built up and based 
upon the individual standards agreed with the executives in charge of 
the various divisions and sections of the undertaking. 

The main budget should not be prepared upon the basis that every 
factor win be favourable. Such a plan would represent an impossible 
ideal. The budget forecast, therefore, should represent a reasonable 
and fair expectation of attainable results. The preparation of a business 
budget may be likened to the working out by the navigation officer 
of a ship of the course ahead against which, during the voyage, the 
ship s position is constantly checked. Only in this way can a ship be 
safely navigated through the seven seas. Like%vise it is only possible, 
by similar methods, to navigate safely the industrial ship. 

The first step in the preparation of a budget is an estimate of the 
sales of individual products in quantities, prepared by the sales division. 
This is the basis upon which the whole budget rests. This forecast is 
founded upon a careful survey of past results, market research, area re- . 
ports, etc., combined with a consideration of general economic trends, etc. 

The sales division next have to estimate the prices at which it is 
expected that the goods included in the estimate viU be sold. Further, 
a forecast must be prepared showing the estimated cost of selling and 
distnbuting the quantities planned for. 

^ The quantity estimates are next considered by the production divi- 
sion. -It may then appear that there is a deficiency of -production 
capacity to meet the s^es forecast. This w'ould entail a consideration 
as o whether production capacity should be increased, whether sub- 
contracts should be placed, or the sales plan should be reduced to fit 
uie manufacturing capacity. 

If on the other hmd the sales estimates revealed a considerable excess 
0 pro uction w^acity , this would call for a reconsideration of the whole 
t j ^ price policy would require reviewdng and it might 

e that reduced prices might be decided upon if they were estimated 
No sales. Credit terms and marketing methods should 

new ^oducts^^'^ possibilities of developing new markets and 

sales plan is finally settled, the production division 

Th,v ,,.ni m uriate of the production cost of the planned volume. 

and also all of the direct material and labour costs 

ana also all production overheads. 

wh the financial controUer 

administration, financial, taxation 

uredctc^minA J P™fit and loss budget is completed, thus showing the 

predctcrmmed tradmg results for (say) the coming year. 
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_ At the same time a capital expenditure budget would be prepared. 
For this purpose aU divisions and sections of the business would be 
required to forecast their capital expenditure requirements. 

Upon the basis of the profit and loss budget and the capital expendi- 
ture budget, the financial controller would prepare a cash budget, 
sbo^ving for (say) the coming twelve months the estimated monthly 
cash position of the business. 

Upon completion this budget may show up red lights. For example, 
in a time of great trade activity, it may reveal clear signs of overtrading 
and severe strain upon the financial resources of the business. Thus 
management would be forced to reconsider the whole plan and this 
might result in a reduction in the sales programme or the working out of 
plans for the provision of extra capital to finance the increased burden 
of the forecasted volume. 

The careful planning of finance and the constant checking of the 
position is obviously of sutpreme importance. 

As soon as all of these budgets have been settled, it is possible then 
for the financial controller to prepare an estimate of next year's 
Balance Sheet. 

In this way, therefore, every aspect of the financial operations for 
the coming year or period is carefully surveyed and planned and 
management is enabled to review and control the whole position. The 
executive programme of every section of the business would be based 
upon the one plan and thus correct timing and balance throughout the - 
organziation is ensured. 

But events ^vill rarely work out exactly according to plan and 
therefore the budget system must be flexible so that it can be adjusted 
to meet altering circumstances. For this reason there must be means 
by which the budget can be revised and thus every section of the 
business " changes step ” together. Only in this way can correct timing 
be maintained. 

The main budget having been settled, the production division ^vill 
then proceed to fix their standard costs for every production centre and 
service. 

The standard time that each operation of production should take 
is established by careful time and motion studies, which are of course 
highly skflled and technical work. These standard times are then ex- 
pressed as “Standard Hours” — one standard hour representing “one 
hour's worth of productive work.” Standard hours are then used as 
the basis on which costs are established, and as a measure by- which 
to gauge actual production costs against standard costs per standard 
hour. At the same time actual production times are compared with 
standard times. 

In this way, throughout the factory, measuring sticks are set up 
by means of which management can measure every operation in terms 
of time and expense. Thus "bogey” is set for every “hole” that 
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production plays. Similar methods are also applied for the control of 
the sales division. 

You will appreciate that by means of the main budget and the 
standard costing system, management is enabled to see the differen^ 
between the predetermined and the actual results, but that is not su^ 
cient for management purposes. In the past that is the point at which 
nearly all of our systems stopped. But if we accountants tell manage- 
ment that this month our earnings are 20 per cent below budget or 
that the costs of a particular process is 15 per cent above the standar 
cost, management’s immediate enquiry will be "what are the reasons 
for these adverse results? Why have not results been accordmg to 
plan ? ’’ Only if we can supply the answer to these enquines will our 
control system be an effective tool of management. 

It is for this reason that all modem developments in this field have 
been upon the lines of organizing our budget and standard costmg 
system, so that we can isolate and find the reasons for aU the valiancy 
from the predetermined plan. Such information, provided that it is 
prompt, is of the utmost value to management and enables corrective 
action to be taken promptly. 

These variances are divisible under many different headings, some 
controllable and some not. Those that are controllable must be traced 
to the executive responsible for them and the reasons ascertained. 
The following are examples of variances — 

(a) Volume. 

(b) Materials — ^price. 

(c) Materials — ^usage. 

{d) Direct labour : 

1. Rates of pay. 

2. Efficiency. 

3. Extra allowances. 

(e) Calendar. 

{f) Seasonal. 

(g) Overheads: 

> I. Expense. 

2. Volume. 

3. Efficiency. 

The foregoing are merely examples and there are many other 
variances, a most important one being machine usages, but the point 
I Nvish to underline is the great importance of organizing our s3?stems of 
control so that all variances from budget or standard are isolated. 
Tlie reasons can then be ascertained and responsibilities fixed. 

A further great advantage of this type of organization is that it 
throws up clearly the cost of idle capacity, or to put it another way tlie 
cost of not doing work. Under our old-fashioned costing systems, this 
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important cost was smothered up in faulty methods of spreading 
overheads. If the cost of idle capacity is clearly revealed it at once 
forces management to consider what action can be taken to find work 
to turn the idle wheels of production. 

It is of the utmost importance that cost information shall disclose 
not only the standard cost of a product at a normal level of operating 
activity and eificiency, but also the marginal cost of the product, 
i.e. eliminating ail fixed overhead charges. This information can be 
obtained if the process costing rates are budgeted in a manner which 
isolates the fixed charges allocated to individual manufacturing pro- 
cesses. When the present sellers market changes into a buyers market 
both at home and abroad, it ^vill be of vital importance that manage- 
ment has this information available. 

I have endeavoured to describe in the broadest outline the modem 
principles of financial planning and control. This is, however, not a new 
idea but is one that has been tried out and proved in the hard school of 
practical experience over a period of some years. 

Such a system makes sure that every section of an industrial under- 
taking is operated in accordance with a carefully thought-out plan — 
production, personnel, buying, selling, distribution, finance, etc. As 
the plan is put into operation management is enabled effectively to 
exercise control as all variations from the plan are promptly dis- 
closed. Management is thus in a position to correct adverse trends 
before they have developed into what might prove to be disastrous 
proportions. In short, such a system results in action before the event 
in place of inquests afterwards. But in order that such a system may 
be effective there must be wholehearted co-operation from the manag- 
ing director down to every foreman and operative in the factory and 
every salesman in the field. 

In conclusion I would like to sound one word of warning. It is 
very easy for all of us who become enthusiastic supporters of these 
modem management methods to lose sight of the most important 
factor in this whole management problem. We so easily overlook the 
vital factor of leadership which is the only means by which the breath 
of life can activate what otherwise is an inanimate body. Only by 
inspired leadership from the top can any group of men and women be 
fired with the impulse to co-operate fully and to give of their best. A 
faulty system of planning and control combined with brilliant leader- 
ship will result in great success in achievement. But the best system 
in the world with bad leadership will probably result in dismal failure. 
How to obtain full co-operation throughout an organization is the great 
unsolved problem facing society all over the world. Upon this all- 
important point may I read to you three quotations. 

The first is from a brilliant paper by Lt.-Col. L. Urwick read before 
the conference held in London in October last of the Institute of Indus- 
trial Administration. In this paper he stated that the central problem 
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facing society to-day was how "to correct the terrible lack of balance 
between our technical knowledge of how to make this and that, of how 
to conquer space and time, and our ignorance of how to organize even 
the smallest system of co-operation so that men are satisfied in their 
work and happy to give of their best. We have learned how to split the 
atom and thus release its destructive energy. We do not know even the 
beginning of putting our social groups together so as to release a tithe 
of the constructive energy, which is possible with true co-operation.” 

My second quotation is from a book by Alan Moorehead on the life 
of Field-Marshal Montgomerj^ in which there are quoted piinciples 
that he anmmciated before the late war when instructor at a military 
staff college in India. The basic principles of military operations he 
laid down as follows — 

"No.x. Morale. Study the individual soldier. Create the atmo- 
sphere of success. Morale means everything. 

"No. 2. Simplify the proUem. Sort out the essentials which must 
form the basis of all future action, and once you have decided upon 
them ensure that those essentials stand firm and are not swept away 
in a mass of detail. 

"As a commander, lay down the general framework of what you 
want done — and then -within that framework allow great latitude to 
your subordinates. Stand back yourself. 

"No. 3. You must learn how to pick a good team of subordinates, 
and once you have got them stick to them and trust them. 

"No. 4. Make yourself know what you want and have the courage 
and determination to get it. You must have the will to ^vin.” 

If you change the word “soldier" for “employee" and the word 
“conunander” for "manager,” how surprisingly those principles apply 
to industrial operations. And note that he places morale as No. I, 
and sa3rs that "morale means everything.” 

My third quotation is from a recent statement by Sir Stafiord Cripps 
and which is that “morale in industry can be studied as scientifically 
as was the morale of the troops in -time of war.” 

There, I am sure you -will all agree, is the key to nearly all our social 
and industrial problems. We have not found that key yet, but we must 
hope that we shall before it is too late. 
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The Future of the Accountancy 

Profession 

A -paper delivered al a Joint Meeting of the Liverpool Chartered and Incorporated 
Accountants, on 2yd March, 1943. 


At the present time all men's minds are greatly 
exercised regarding the vital and gigantic problem of reconstructing our 
shattered world upon the termination of this terrible war. It is there- 
fore very necessary, I suggest, that we accountants should take stock 
and carefully reconsider the whole of the organization of our profession- 
in order to ensure that it is ready and fit to play its part fully and effec- 
tively in the difficult period that lies ahead of us. 

Some of you may feel that now is not the time for this, and that any 
question of the reorganization of our profession should be left over until 
after the termination of the war, when the younger members will have 
returned and be able to voice their views. 

I would urge, on the other hand, that we should hasten to put our 
house in order in anticipation of the.retrun of our gallant young mem- 
bers so that tliey may find the condition of the profession as sound and 
solid as we can make it. They \vill no doubt have many further improve- 
ments to suggest after they have settled down to civilian life. 

Furthermore, our profession has expanded and grown so rapidly 
that we have had little time or opportunity to sit down and carefully 
review our progress and make sure that our ship is w’ell founded and 
upon a safe course. In all the hurry and pressure of our busy lives I 
feel that there is a great danger that we may accept it mthout question 
that all is well. It may not be. 

For all of these reasons it would seem desirable that we should 
carefully review the present position in the light of the future responsi- 
bilities of the profession so far as they can be foreseen. 

Before we consider the future, however, I think it will be helpful 
for us briefly to survey the past, in order to see what lessons can be 
learned for our future guidance. At the same time we should also, I 
suggest, endeavour to profit by the long experience of the older pro- 
fessions. 

It is salutary and chastening to remind English accountants that 
accountancy as a profession started in Scotland. As you know, the 
Society of Accountants in Edinburgh obtained its Charter in 1854, 
followed by Glasgow in 1855 and'Aberdeen in 1867. 

In England, I have recently discovered that the first Association 
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of Accountants was formed in 1870 here in your City of Liverpool and 
four other associations quickly followed your lead. 

In 1878 the five English associations promoted a Bill in Parliament 
to dose the profession. Owing, most unfortunately, to opposition 
threatened from the Lords, it was decided to apply only for a Charter 
which was granted in 1880. In 1888 the Institute of Chartered Accoun- 
tants in Ireland was incorporated and the Society of Accountants and 
Auditors was founded in 1885. 

Later on, as we all know only too well, many other societies of 
accountants were formed and the Board of Trade committee appointed 
in 1930 to consider the question of registration for the profession had 
to hear evidence from twelve societies of accountants in addition to the 
Chartered and Incorporated Accountants. In theh excellent hook on 
The Professions, Messrs. Carr-Saunders and Wilson state — " It is th e 
multiplicity of competing associations of independent prac titioners 
whic h is t^_^stoctiye featur^of the accountancy professm^' 

This position, ^ agree, is far from satisfactoiiy, and in the past 
several Bills were promoted ^without success for registration for the 
profession ; the last one in 1930. 

Undoubtedly at this late stage this problem is extremely difficult 
and complicated, but I suggest it urgently requires reconsideration, 
not from a sectional but from the widest point of view. The basic 
consideration, I submit, should be solely what is best for the future 
welfare of the profession taken as a whole. That, therefore, is the first 
point which seems to me to need careful consideration. 

The profession has rmdoubtedly developed and expanded in direc- 
tions not foreseen by its founders. For example, in the Charter of the 
Institute, in describing the activities of accountants, the first references 
are to their acting as liquidators, receivers and in "positions of trust 
under Courts of Justice ” and lastly to their acting as auditors. Accoun- 
tancy was not mentioned. 

From the above narrow conception of its activities the profession 
has moved far. “The part played by the accoruitant in the economic 
life of this country has become one of great importance ... he has 
become what has been happ ily d escribed as the medica l consult ant of 
mdustry.” (Carr-Saunders and Wilson.) 

The field, therefore, has_ widened^ far be3mnd_ merely auditing, 
^liquidations and receiverships, and embraces the giving of adr'ke 
regarding financial policy, management problems, costing, business 
organ^tion, recqn^tnmtions_and many other matters.' In addition 
to which accountants have speciMized in taxation matters and this in 
itself has opened to us a vast field of activity. Accountants are also 
commonly found upon government committees, upon the staffs of 
government departments and as adrdsers to trade and commercial 
organizations. In fact, there are few matters afiecting the economic 
life of the country upon which accountants are not consulted. 
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In addition, accountants nowadays are pla3dng an important part 
in the direction of management of industry. They are to be found as 
members of the boards of the majority of companies and in many cases 
as full-time managing directors. 

A further most pronounced trend in recent times is that of the 
full-time employment of professional accountants within industry and 
Commerce. In that capacity they have revolutionized accountancy 
practice, they have played an important part in the movement towards 
mor^infonna^e ac cou nts and t hey have created one of management’s 
most effective tools of control. It is impossible to direct and control 
effectively the large-scale businesses of to-day without coihplete and 
efficient accounting, budgeting, statistical and costing records. In 
industry these systems of control may be likened to th e nervou s system 
in the human body by means of which every change affecting the body 
is immediately signalled to the brain. 

All the foregoing activities are in addition to those originally laid 
down by our founders, i.e. liquidations, receiverships and auditing. 

Naturally, in order to meet these increasing responsibilities the 
profession has grorvn rapidly. For example, in 1880 the total member- 
ship of the five English associations applying for the Charter was 500. 
In 1913 the total membership of the Institute was 4,671 and by 1939 
it had grown to 13,481, so that in twenty-six years the total member- 
ship of the Institute alone had been nearly trebled. 

It might be interesting to study the proportions in which the 1913 
and 1939 membership is divided. They are as under — 






1913 

0 / 

1939 

0/ 

In practice 




/o 

. . 60-5 

/o 

39-0 

Nofin practice . 

. 

. 

. 

27-5 

51-5 

Abroad 

- 

• 


. .. 12-0 

9-5 





100*0 

100*0 


The great increase in the proportion of accountants not in practice 
is no doubt largely caused by the drift of qualified accountants into 
industry. 

The secretary of the Society has been good enough to supply me 
rvith similar figures for his Society for 1913 and 1942. They show almost 
exactly the same trends. 

The total membership rose from 2,623 1913 to 7,886 in 1942, so 

that in this period the total membership had also trebled as in the case 
of the Institute. 

The classification of these totals is as under — 


In practice 



1913 

t» 

/a 

46-5 

1942 

% 

Kot ia practice . 



■ . 37-0 

56-0 

Abroad . I . . 

• 

• 

16-5 

13*0 




100*0 

zoo*o 
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You will observe that the trends are very similar to those revealed 
by the Institute’s figures, in particular the substantial increase in the 
proportion of members not in practice, no doubt reflecting the drift into 
industry. ^ 

From this brief survey, therefore, it is clear that the profession has 
grown vastly and its field of activity has expanded greatly, and in fact 
a.ccountants are now pla5dng a very important part in the economic 
life of the nation. 


As to the future, whatever form the reorganization of our world 
may take, one thing appears to be quite certain, and that is that there 
^vill be an increasingly important part for accountants to play provided 
they are competent to assume these increased responsibihties. 

The vital problem immediately facing us is therefore to make quite 
sure that we are fitted to assume our future responsibilities and paxticu- 
larly that our yoimger generation, with whom the future lies, is given 
an education and training that ■will enable it to develop to the full every 
possibility of rendering further service to the community. 

The question of our educational system is therefore, in my opinion, 
of paramount importance and urgen'tly needs the closest consideration 
of the governing bodies of the profession. 

If any of you are interested in this subject I would strongly recom- 
mend you to read The Professions by Messrs. Carr-Saunders and Wilson, 
and to compare our system of education mth those of ■the medical, 
solicitors and engineering professions. 

You will see that the universities play a very important part in the 
systems of education of these professions, whereas they play no part 
whatever in ours. " ■“ 


It is interesting to recall that originally the educational system of 
the medical profession was based upon ■the apprentice system, but that 
practice has long since been entirely discarded. The teaching now is in 
■the h^ds of the hospital schools and the medical schools at the uni- 
versities. Furthermore the British Medical Association has special 
conunittees devoted to the investigation of medical problems and it 
expends considerable sums upon the promotion of research. 

In the case of solicitors, their students must attend courses of legal 
education approved by the Law Society and most of the universities 
and university colleges have such approved schools. 

engineering, academic training is an essential part 
o theu system of education. In Scotland every accountancy apprentice 
for many years has been required to attend law classes at a university 
an. smce e 1914—18 war they have also been required to attend 
university claves in accounting and business methods. 

® -^erica, as no doubt you are aware, the 

whole of the edut^tion ofthe accountancy profession is in the hands of 
the umversities. “ " ~ ■^ — — — — 


In dealing ^pth our educational system in The Professions, the 
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authors state — "Tlie universities play no part in the scheme except 
that graduates are exempted from two years' articles, and the dearth 
of proper pla ces of insjraction nwto the ^countaimy profession the 
Happy hunting gjwnd of coaching institiJtions. 'DTtfiese some are con- 
ductcdlinder the auspices of the" students’"societies and a few by local 
education authorities; but the majority are purely private venture 
establishments." In an article in The Accountant as long ago as 1926, 
it was stated — "Under American practice the State Universities 
regulate the practice of professions. That arrangement is never likely 
to become the rule in this country. Just as the British Universities 
arc the nurseries of the bar and of medicine, so might their organiza- 
tion be turned to account in the preliminary training of embryo 
accountants . . . Cannot some arrangement be made beriveen the 
Institute and Society on the one hand and the Universities on the other 
for tlie elaboration of a mutually satisfactory curriculum? " 

As you all know only too well, our educational system is mainly 
based upon correspondence courses, and practically the whole of the 
student's theoretical study has to be done at night after a full day's 
practical work. I am certain that no authority on education would 
agree that this can be a satisfactorj' system for any profession. 

Were our educational system raised to university level there is no 
doubt, in my mind, that it would be vastly improved but other great 
advantages would follow. If, as' with the older professions, some of 
the best brains of the younger generation were attracted to teaching 
at university schools of accounting, we should at last commence to 
build up our literature. Up to date the textbooks produced by the 
profession are chiefly confined to the needs of examination students 
and there are very few that have advanced materially our professional 
knowledge. The need for better advanced textbooks for practitioner s 
is, in my opinion, "most pressing. 

A further advantage of paramount importance would be that these 
schools would by in a positio n to undertak e research wo rk for the p ro- 
fession. For this, I have always felt, there is a crying need. There are 
so many important problems that require thinking out, but we have 
no time for this, as we are aU so pressed with our day-to-day affairs, 
as are the practitioners of aU professions. It is for this obvious reason 
that the older professions have developed research work by trained 
workers upon a full-time basis. Only upon these lines is real progress 
possible. This is a vital problem that, it seems to me, requires the 
serious consideration of the profession. The older professions have all 
arranged for a “thinking department" staffed by academically trained 
staff, but we have not made any similar provision. 

We have been described as "the medical consultants of industry" 
but do we know enough of the industrial body, of its' ailments and their 
cure, in order to give sound advice? The medical profession directs 
great efforts towards studying the human body in every possible way, 

J5— IB^48) 
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this work being undertaken by research workers for the benefit of 
practitioners, but we have no organization upon these lines. Each 
practitioner is left to experiment on the industrial body by the trial and 
error process as originally did the medical practitioner on the unfor- 
tunate human body. 

I appreciate that important steps in this direction have been taken 
by the Institute and the Society, the former by the inauguration of the 
Taxation and Financial Relations Committee and the latter by the crea- 
tion of its Research Committee. I am confident that these committees 
will do invaluable work for the profession, but as these committees 
are composed of very busy accountants meeting only for a few hours 
from time to time, there is a definite limit to what they can achieve 
and progress must be very slow. What I have in mind, therefore, is 
full-time research by specially selected personnel. 

I am sure you \vill agree that there is every indication that there 
are many further r^ponsibilities awaitog the profess ion in th e futme^ 
in the industrial field, but only if we are fitted to undertake them. We 
must therefore study the industrial body in minute detail ; a thorough 
knowledge of accounting is but a small part of this problem. As matters 
stand at present where can our practitioners and students leam any- 
thing about the wide range of industrial subjects? But if the rising 
generation is to undertake these responsibilities they must be instructed 
in them as they are in accounting subjects. 

I now propose that we should look back to mark the progress and 
position regarding the specialized technique of our profession. Some 
progress there has been, particularly in the form of presentation of the 
accounts of companies, a subject which the Taxation and Financial 
Relations Committee is at present considering. 

In connection* with the technique of our profession, the striking 
fact is that there are ^uch wde difierences between the opinions and 
practice of individual accountants. _ This, I suggest, is a serious weak- 
ness that requires the closest consideration. These differences of 
opinion and practice are not perhaps surprising as the profession has 
developed upon purely individualistic lines as there has not been in the 
past any attempt to establish accepted and collective opinions. 

The follo\ving are a few matters that occur to me upon which 
opinions differ and I am giving them, not to start a discussion upon 
them, but in order to illustrate the types of problem that require 
thinldng out arid in regard to which a "thinking department” could 
render invaluable aid. — 


Secret Reserves 

An event that had a most profound effect upon our profession was, 
you \rill agree, the Royal IMail Steam Packet case, which completely 
changed the opinion of accoimtants regarding part of tire difficult 
question of secret reserves. As a result of that case, so far as I can judge. 
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thr pr-actictt now is that if a cotiipany draw.s upon re?er\-cs 

cr«U<\l in the past, tlu' auditor insist upon this fact being dis- 
closed. btJt the important }K>int as to whether directors are entitled 
to create secret reserve s is still undecided. I have seen the Balance 
Sheet of an important engineering company, with land, buildings, 
plant, machinery ntid oquipnsent standing at £1. 'fhe auditors’ report 
stated that this Balance Sheet showed a true and correct view of the 
state of the affair? of tirat company. Arc v,*c quite satisfied that this 
statement in the auditors’ leport wis justified ? Tlicre have been man}* 
voices out.‘ ide (he profession that have been raised against us upon this 
question of sectet reserves. 

Within the profession I think that wc should find three opinions 
regarding Ihi- foregoing Balance Siicet. Tiic first would be that as the 
directors clearly stated that the. whole of these fixed asstts wore %'alued 
at £1, and a'^ tliat figure was well below the true value, there uns no 
need for the auditor to qualify Ids report. The second would be to the 
effect tliat the auditor should introduce a sentence in his report stating 
that, in his opinion, the true value of these assets was con.riderably 
in iw’ce.'.s of (he value stated in the Balance Sheet. The third, and I 
suggest minority view, would be that the Balance Sheet did not show a 
true and correct saew of the .state of affair.s of the company, and that 
it was the duly of the directors to render a true and full account of their 
stewardship. The auditors should therefore have insi.stcd upon a 
reasonable value being placed upon the.<-c a.ssc(s, failing wJiich they 
should have qualified their rcjiort. This important subject needs 
profound tlioiight. 

Thk Valuation or Invuntokies 

The valuation of inventories is a matter of prime importance in the 
case of the majority of Balance Sheets and many different methods 
are adopted in practice. Wc have our old and time-honoured maxim 
that the basis .sliould be the lower of cost or market value, but there 
is no accepted understanding as to wliat we mean by cost or what we 
mean by market value. Wc each have our own interpretation but the 
differences of practice are astonishing. This important problem 
urgently requires to be thought out anew, and also the whole question 
of the auditors’ duties and responsibilities regarding thereto. 

Depreciation 

The methods adopted for ^vTiting off depreciation of fixed assets 
is another matter of great importance. According to our textbooks, 
there .are some seven different methods of making the calculations. 
Tlicy all give different results and yet they are all claimed to be correct. 

As you know, in America there is only one method which is standard 
practice. Are we satisfied that our variety of mctliods is sound, and are 
we sure that the American views on this matter are wrong ? 
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A basic factor upon which opinions difier, is as to whether deprecia- 
lon IS provided with a view to replacmg_put_pf profits the cost of an 
the e stimated' cost of rep lacement' ’ 

, . „ . . point in connection with depreciation upon which practice 

ers IS 1 s treatment in the Balance Sheet. In the majority of cases 
depreciation IS deducted from the cost of the assets, but in others the 
ot^ de^eciation provided to date is shown in the other side of the 
^aiance Sheet amongst reserves which represent undistributed profits. 

ome wo d contend that the latter practice is most misleading and 
undesirable, but it is often seen. 


Balance Sheets and the Price Level 
A most in^ortant problem that may arise after the war is whether 
ne Items in Balance Sheets ivill require revaluation if the price level 
mov^ y re^on of inflation. This vital problem urgently requires 

thinking out for the benefit of industry and our professiL 

Form of Accounts 

fl’i^tion of mprovement in the form of presentation oi the 
w compames is under consideration by the Taxation and 
siibi prt i ^ ^ Committee. This reconsideration of this important 

rSkabIe."'° 


The Accounts of Holding Companies 
kaTnmnr™ Presentation of the accounts of holding companies 
try and th?p‘S2Sn o”! te the benefit of tadas- 

bolding companies a most complex and 

dealt with in +E ^ requires solution is as to how exchange should be 

how assets in enemy 

occupied and controUed countries should be treated in accounts. 

Costing 

fe^i^'on |"^^^^^-~^C.ruQ;^in^pr t^t and I feel that our pro- 
than it 

vvould be invSiTaMp“'r^”' There is no doubt that thorough research 

Sns'anTptX^^I-S^S””* *'> 

lemTttorSm’Si^v'"' “rP‘“' Kn-Jorn, of the prob- 

facihtatcd if^there were this would obviously be greatly 

matters could be refe^d for invLr available to whom tliese 
would, of course, be presented toS 

for final dcdsiori and\ thil wav SL® K profession 
practice would be established ‘ ^ accepted principles and 
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Individually we are all far too pressed by our day-to-day responsi- 
bilities to find the time to solve these complicated problems. If we 
were to set up a "thinking department” on a full-time basis, we should 
be merely follo^vmg the example of the older professions and I find it 
difficult to convince myself that our profession is so different from the 
older professions that we do not require the scientific thought and edu- 
cation that they do. 

There are those who urge that audits of the future should include 
management as well as a financial audit. Werfe this to be the case our 
whole educational system would need further drastic revision anc^part 
of our training should be wthin industry, as in my opinion it is not 
"possible to learn ihanagement^by the^tical study~outsidelnduitxy.* 
■^fTnaydDeThafTiT theTuture managemeivTauHits will be introduced, 
but if so then in my opinion such audits should be carried out by 
specially trained staff all of whom should have gained considerable 
experience within industry. Personally, I do not think that manage- 
ment audits could be effectively carried out by accountants. 

For the foregoing reasons I suggest that accountants should study 
the problems of management as this knowledge \vill enable them to 
render invaluable service to industry. As the medical consultants 
of industry we cannot leam too much about the body of our patient. 

I will now, wth your permission, attempt to summarize these 
random thoughts. 

(а) In the future, I imagine that accountants will play an in- 
creasingly important part in connection with the direction and 
management of industry, but if this is correct then the future 
members of our profession \vill need a much broader education and 
training than past generations have had. 

(б) Accountants in increasing numbers -will, I think, drift into 
full-time employment in industry and commerce. I suggest, 
therefore, that our governing bodies would be well advised to con- 
sider their poUcy regarding this development. The following are a 
few of the points requiring consideration — 

1. Is this drift into industry a good thing for the profession, 
or not? 

2. Should it be encouraged ? 

3" Should accoimtants who take up employment in industiy 
be regarded as having "left the profession? ” 

4. Should not close co-operation between accountants in 
industry and practice be fostered and developed so far as it is 
possible upon the basis that they represent two sections of one 
profession, the one section being the complement of the other? 

5. Should not our system of education be broadened vath a 
view to gi\Tng all of our students a working knowledge of the 
management field? 
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6. Should not accountants in industry have a voice in the 

councils of the profession ? Might not this be beneficial both to 
- practitioners and accountants in industry? 

(c) It would seem to me most desirable that the question of 
registration for the profession" should be reconsidered. 

(d) I would strongly urge that our whole system of education 
needs reconsideration, and I would venture to suggest that a 
special committee of the Institute and Society should be appointed 
to consider this matter in consultation with the older professions 
and wth recognized educational authorities. 

(e) I would also urge that the above committee, if appointed, 
should also consider the provision of facilities for the carrying out 
of full-time scientific research work for the benefit of the profession 
as a whole. 

(/) I would also suggest tliat this committee, if appointed, 
should consider whetlier it is possible to encourage the provision of 
advanced textbooks for the benefit of practitioners and accountants 
in industry. 

ig) It would seem most desirable that the present attempt to 
build up a code of accepted accounting principles should be deve- 
loped so far as is possible for the benefit of the profession and that 
accountants should use their influence towards improving the form 
of presentation of accounts. The extraordinary diversity of opinions 
and practice of individual accountants is, I suggest, the weakest 
point in the present position of the profession. 

(/i) Uniformity in accounting is impossible unless and until 
agreed principles have been established for the measurement of 
industrial income. This is a matter of the greatest importance 
and goes to the roots of true accoimting. The present position, 
I submit, is extremely unsatisfactory owing to the diversity of 
opinions and practice regarding this fundamental matter. 

(j) In this country the almost universal practice is for companies 
to publish what is, in effect, merely an Appropriation Account. 
A decision is required as to whether the boards of companies should 
not be required to publish a reasonable smnmary of their Trading 
and Profit and Loss Accounts as is the practice in America. 

[k) A revision of the Companies Act, I suggest, is long overdue. 
It would seem to be prudent, therefore, for the profession to com- 
mence consideration of what its recommendations are to be when 
&e Act is in course of revision. In this connection, the following 
is an extract from the City Notes in The Times of the 8th March, 
1943 - 

It has been said that professional organizations always tend to wait 
npm the law and upon public opinion to lay down for them the principles 
wich should govern their professional practises; that instead of leading 
the way m the formulation of desirable reforms, they allow themselves to be 
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led. This no doubt is a gross libel. But there is enough truth in it to make it 
worth while for those professional bodies which are concerned with company 
affairs to start making up their minds and expressing their considered views 
about a number of such matters. They could thus pave the way for the next 
amendment of the Companies Acts.” 

There is, I suggest, in the above quotation much food for thought. 
In conclusion may I say that I hope that none of you will regard 
me as a destructive critic of our great profession. On the contrary, 
it is because I am so proud to be a humble member of it, that I am so 
anxious that we shall play an increasingly important part in the affairs 
of our country in the most difficult times that lie ahead. In order to 
achieve this object it would seem necessary that we should take stock 
of our-present position and carefully prepare so that as the opportuni- 
ties arise we may be enabled to render the maximum service to the 
community. In this way the high reputation already built up by the 
profession will be greatly enhanced. 
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Education for the Accountancy 

Profession 

Letters to "The Accountant.” 


I HAVE read with considerable interest "Inkeys 
letter in your issue of the nth inst., and in my opinion the present 
system of education is far from satisfactory. 

The practical wdrk of the average articled clerk is mainly devoted 
to routine checking, which is of little educational value, and the theoreti- 
cal studies of the great proportion of students are conducted by the 
professional " crammers.” No doubt the results are satisfactory from 
an examination point of view, but from the point of view of the edu- 
cation of the future members of a great profession the present position, 
in my opinion, is capable of considerable improvement. 

I do not think that any change can be effected until the CouncUs 
of the Institute and the Society take a direct interest and concern in 
the methods of education of their future members. 

Considerable progress in the study of accountancy has been made in 
recent years by the modem universities, and I would suggest that the 
accountancy profession should take an active interest in this work, as, 
for example, the legal profession does in the faculty of law. 

Those who appreciate the great possibilities for the future develop- 
ment of accountancy, realize that there is a real need in this, as in other 
branches of human effort, for sustained academic study and research. 
The commercial world has realized the value and possibilities of this 
work and the developments to date have been initiated and financed 
to a considerable extent by such men as the late Sir Ernest Cassel; 
but so far as I am aware, the Institute and the Society have not directly 
concerned themselves with the academic study of accountancy or 
research work, and apart from the setting of examinations and financial 
support given to Students’ Societies, they have not concerned them- 
selves directly -with the educational methods in force -within the pro- 
fession itself. 

22«d December, 1926. 


The Training oe the Articled Clerk 
The subject of the training of articled clerks, which is raised in the 
leading article, and Mr. Gardner's address in your issue of the 17th 
inst., is one of paramount importance and interest to all who have the 
future of our profession at heart. 


a.16 
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It is nearly fifty years since the Institute was founded and the 
system of apprenticeship for prospective members was instituted. Since 
then the profession has developed enormously and the responsibilities 
of a chartered accountant to-day arc far greater than was ever antici- 
pated in those early dviys. The work of the profession is ever widening 
and in my opinion there are still further responsibilities ahead if the 
members of the Institute are fitted to undertake them. 

It appears to me, therefore, that the vital question of professional 
education should be reconsidered and I would suggest that the Council 
should appoint a committee to investigate this matter and make 
recommendations. 

Having been connected with professional education for the past 
twenty years I have had an opportunity to study closely the working 
of the'prescnt system of education, and I am firmly of opinion that 
it docs not meet the present and future needs of the profession as I 
visualize them. 

Education for all professions must be based upon the study of 
practice and theory. As regards practical w'ork, the principal binds 
himself to afford his articled clerk “such reasonable opportunities and 
work as may be required to enable him to acquire the art, science and 
knowledge of a professional accountant.” Wc employ our articled 
clerks upon routine work, but years of checking postings, castings, 
vouchers, pass books, etc., and looking for differences in trial balances, 
do not enable them to become masters of their profession. 

The principal is fully occupied wth his professional work and can- 
not find the time to educate his pupO, but I think that articled clerks 
should be given greater opportunities of learning their profession from 
the principal’s point of view. 

With regard to theoretical training, the articled clerk is expected to 
devote the whole of each working day to his practical work and to find 
time out of office hours for his theoretical studies, \vith perhaps a few 
weeks just prior to the examinations. In the majority of cases the 
theoretical training consists mainly of six or nine months' evening 
course wth a professional "crammer.” 

In my opinion the opportunities and the facilities available for edu- 
cation are quite inadequate for the future members of our great pro- 
fession. I suggest tliat the experience and methods of the other great 
professions should be studied. In the medical profession the apprentice 
system was discarded, I think, about 100 years ago, and the basis of 
education is the intenveaving of practical work with theoretical study. 
On the theoretical side the universities play a most important part, 
as they do also in the cases of law' and engineering. 

In my opinion our professional education requires to be raised to a 
university level and I would suggest that departments of accountancy 
should be endowed at the universities, such departments covering the 
whole range of subjects required by our students. 
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If this were done I would suggest that the five years of training 
should be apportiontioned as follows — 

First six inonths — Whole time courses at university. 

One year — Practical work mth firm of chartered accountants. ^ - 
One year — ^Whole time courses at university leading up to inter- 
mediate examination. 

Ofie and a half years — ^Practical work with firm of chartered account- 
ants. , 

One year — ^Whole time courses at university leading up to final 
examination. 

Such a system would afford a course of real education upon the 
broadest lines and would, in my opinion, meet the present and future 
needs of the profession. 

In the other professions the universities, apart from their educational 
work, make great contributions to the profession itself, and I am con- 
fident that a university study of the principles and technique of our 
profession might well have far-reaching results. 

I must apologize for the length of this letter my excuse is the great 
importance of the subject, which, it appears to me, urgently reqmres 
the careful consideration of the whole profession. 

2oth November, 1928. 

Education for Commerce 

I have read TOth interest your leading article upon Education for 
Commerce appearing in your issue of the 31st ult., and in particular 
your references to the education of articled clerks. 

I am pleased to note that you favour the suggestion I made in 192S 
that the education of articled clerks should be based upon a combination 
of articled sendee and university training. For many years I took part 
in the education of accoimtancy students and I have therefore had an 
opportimity of studjdng closely the present system of education which 
I am firmly of opinion is very far from satisfactory. 

From the point of view of the practising member, the supply of 
cheap labour is no doubt attractive, but in my view the increasing 
responsibilities of the profession are such that the education of its 
future members should be upon a much broader basis than it is at 
present. Our profession, I suggest, would be well advised to study the 
systems of education adopted by the older professions, such as medicine, 
which are based upon the interleaving of practical and theoretical work. 
For this purpose obviously the student’s available time must be ap- 
portioned. At present nearly the whole of a student’s working days are 
devoted to practical work and he or she is expected to do his or her 
theoretical work out of office hours. This sj'stem, in my opinion, fails 
to recognize the great value and importance of a scientific study of the 
whole field of accountancy”. 



EDUCATION FOR THE ACCOUNTANCY PROFESSION 


219 

I would further suggest that the Institute should take a direct 
interest in the teaching of accountancy at the modem universities. 
So far as I am aware, up to date it has not done so. 

In the University of London there was a chair of accoimtancy 
tenable at the London School of Economics and which was first occupied 
with great distinction by my friend the late Professor Dicksee. I 
succeeded him, but when I retired at the end of 1929 this chair was 
utilized for another purpose and therefore there is no such chair of 
accountancy. 

I would urge, as a matter of vital importance, that the profession 
should carefully consider the whole question of the education of its 
future members and also the desirability of the Institute taking a 
direct interest in the teaching of accountancy at the modem universi- 
ties. Were the Institute to utilize part of its funds in the endowment of 
chairs of accountancy it would, in my opinion, not only be of great 
value to accountancy students but to the profession as a whole. 

At the present time there are many important questions upon which, 
collectively, the profession has not made up its mind, and following the 
experience of the older professions, great benefits should accme from 
the setting up of a scientific side to our profession. 

2nd January, 1933. 

Education for the Profession 

I have read ivith great interest the leading article which appeared 
in your issue of the 19th inst., and in which you review a book on 
The Professions by A. M. Carr-Saunders,and P, A. Wilson. 

I have not yet read the book, but from your review I gather that the 
authors severely criticize our tutelage system, the premium system, and 
the fact that universities play no..part in the scheme of education of 
accountancy students with the consequence that our profession has 
become “the happy hunting ground of coaching institutions.’’ 

With these criticisms I am in entire agreement. In 1928 in your 
journal I suggested that the education of accountancy students should 
be based upon a combination of service ivith a practitioner and uni- 
versity training. In January, 1933 , 1 again referred to this same subject 
and suggested that “the Institute should take a direct interest in the 
teaching of accountancy at the modem universities.” I further 
pointed out that whereas there was a chair of accountancy in the 
University of London, that chair had been discontinued, but this fact, 
so far as I can judge, has passed unnoticed by the profession. 

I am firmly of opinion that the present system of education is far 
from satisfactory from several points of view, and that it should be 
founded upon a much broader basis. 

Further, it appears to me that up to date the system of education 
has been directed solely towards the production of practitioners. An 
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increasing number of our members, however, are absorbed by industry, 
but our present scheme of education does not by any means cover ali 
the requirements of industry. Accountants employed in industty 
have a valuable contribution to make, and this factor I suggest deserves 
the serious consideration of the profession. 

Were the profession to encourage and develop the teaching of 
accountancy at the universities it would represent the setting up of 
a scientific side to the profession such as obtains in the older professions. 
Up to date we have done little in this important direction, and in con- 
sequence have produced very few writers who have made substantial 
contributions to the knowledge of the profession — of students’ "cram” 
books there are many. 

In my view these circumstances partly account for the fact that 
as a profession we have not established our principles upon many 
important and fundamental matters of accountancy, such as secret 
reserves; the basis upon which the accounts of holding companies 
should be prepared, how the profits and losses of subsidiary and sub- 
subsidiary companies should be dealt with in the accounts of the holding 
company, what information should be disclosed in the published 
Profit and Loss Accounts of companies, the basis of calculation of 
depreciation of fixed assets, the basis of valuation of stock-in-trade and 
how forward contracts should be dealt with in accounts. 

Upon these matters we all have our individual opinons, but it seems 
to me that collectively the profession has not made up its mind. I 
suggest, therefore, that we should endeavour to do so, and that we 
should aim at uniformity of practice based upon generally accepted 
principles. 


I must apologize for the length of this letter, my only excuse is that 
I feel most strongly that our profession has reached a stage in its 
development when its scheme of education Tequires thorough "recon- 
sideration and, further, that every effort should be directed towards 
establishing our fundamental principles. 


Zoth Aiigiist, 1933. 



Chapter XIX 

/ 

The Detection of Frauds in Accounts 


A paper delivered befote the Binningham Chartered Accountant Students' Society, 
on 2ijf October, igso, the London Charteicd Accountant Students' Society on 
sjlh October, 1920, the Bristol Chartered Accountant Sttcdenls' Society on 8 th Decem- 
ber, 1020, and the Leeds Chattered Accountant Students' Association on lyth 
February, igzi. 


One of the main objects of an audit is the detec- 
tion of fraud, and the successful attainment of this object involves a 
task of great difficultJ^ calling for the exercise of considerable skill and 
experience on the part of the auditor and lus staff. The persons re- 
sponsible for the fraud arc inside the business, and in a concern of any 
magnitude there may be opportunities for concealing the defalcations, 
thus making detection a matter of great difficulty, in view of the fact 
that the books of account necessaril}' contain a vast number of detail 
entries. 

The mere routine checking of an audit will only disclose clerical 
errors and simple frauds, but wall seldom reveal one that has been skil- 
fully concealed. In order to discover these, an auditor must go behind 
the actual books of account, and examine original records and make 
intelligent inquiries ; in fact, he must go to the foundations upon which 
the books of account have been built up. 

In practice, there is a considerable danger of the periodical audit 
becoming mechanical, and in consequence drifting into being a matter 
of lifeless routine. Especially where the auditor undertakes the balanc- 
ing of the books is this the case, as it may be that the routine checking 
necessary in connection %vith the balancing involves the expenditure of 
considerable time and effort. In such circumstances, having completed 
the trial balance, the audit staff may feel that their labours are over, 
but, in fact, very little real audit work will have been carried out at all. 

There is a tendency, in ray opinion, for too great a proportion of 
the time of the audit staff to be devoted to what may be described as 
"tick-work,” whereas a proportion of such time could be expended far 
more effectively in testing the entries in the books of account, with 
original records, etc. For example, to check the whole of the sales 
ledger postings may take a considerable time, but in most cases only 
clerical errors will be revealed as the result of these labours, and nothing 
will have been done in order to ascertain that all sales have been 
included in the sales day book; that no fictitious sales have been 
entered: that all the cash paid by debtors has been accounted for, 
and that all the credits to sales ledger accounts, such as returns, allow- 
ances, discounts, bad debts, etc., are genuine entries. 


Sit 
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In the case of a clever fraud, as a rule, the actual entries in the 
books will be found to be in apparently perfect order, the defalcations 
being concealed by the omission of records from the books of accoimt, 
or by the making of fictitious entries. If the auditor works to a stereo- 
typed programme, in course of time the staff of the concern whose books 
are under audit must become aware of the books, vouchers, etc., which 
the auditor calls for, and the general details of Ms programme of work. 
In such circumstances, if there are any loopholes in the plan of the audit, 
these can be taken advantage of. It is, therefore, of the utmost impor- 
tance that you students should appreciate* the dangers that lie in front 
of the careless auditor, and how essential it is that an audit must be 
based upon a careful and well-thought-out plan, which from time to 
time should be varied as much as possible, and brought up to date. 
To carry on from year to year upon exactly the same lines may be to 
court disaster, and an auditor who has failed to detect fraud, and who 
has not taken all reasonable precautions, may become involved in a 
claim for heavy damages, and in any event Ms prestige must suffer 
greatly. 

The auditor must base Ms investigations upon the system of book- 
keeping, OTganization, and internal checks in force in the particular 
bi^iness. When considering the whole system, the auditor’s experience 
wM tell him where the organization is weak, and where there are possi- 
bilities of fraud; in these directions he will take special precautions, 
whereas in cases where the internal check is strong, he vtU confine him- 
self to tests. 


If the audit is to be successful it must be based upon a well con- 
sidered p^n, arrived at after a careful study of all the circumstances. 
This requires great skill and experience, and upon tMs the efficiency of 
the audit ivill depend. 

When carrying out the work of the audit the staff engaged should be 
constantly alert, as in many cases the original discrepancy, wMch has 
opened up an extenrive fraud, has been a small and insignificant item, 
the auditor is not a man of character and experience, it is very easy 
off by plausible explanations at tMs initial stage. If 
the defrau^g party is clever, the defalcation ivUlbe skilfully concealed, 
an e will have ready explanations for any inquiries raised. In my 
expenence, frauds in many cases are discovered, not in the first case by 
conclusive evidence gathered from the books, etc., but by the auditor’s 
]u Shi^ of character and evidence. It may be that an inquiry is 

r ^ ^ to account for, the auditor is 

^ ^ explanations given, and although he has no real 

fhp ^“^P^oion, he pursues Ms in'quiries and investigations on 

finnFo point relentlessly, with the result that serious defalca- 

^ t have had cases in my experience where, although 
e.\haustiv^nv^tigations had been carried out, no actual discrepancy 
could be traced, or only a few doubtful cases were revealed, and in 
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respect of which apparently good explanations were forthcoming, but 
in the end, by absolute “bluff," a confession has been obtained from the 
delinquent. In such cases, the auditor could not explain why he was not 
satisfied with the original explanations; it is merely that the general 
attitude of the official concerned and the explanations given, somehow 
have not rung true. Where for any reason suspicion, however slight, has 
been aroused, an auditor must probe the matter to the end. 

As stated above, the scheme of the audit must be based upon a care- 
ful study of the book-keeping system and internal checks in force, and 
in making these inquiries the auditor should trace the organization 
back to the very commencement. For example, when dealing with 
cash receipts, he should ascertain, amongst others, the following facts — 
{a) In the case of receipts by post — 

1. Who opens the correspondence? 

2. How are the receipts then dealt with? 

3. Who is responsible for making out and sending the receipts 
to payers? 

4. Who makes up the paying-in-book? 

5. Wlio pays in to the bank? 

✓ 6. Who is responsible for keeping the cash book? 

7, Who is responsible for keeping the ledgers? 

8. Who is responsible for sending out the monthly state- 
ments to debtors? 

{&) What is the system as regards cash sales? 

(c) In the case of cash collected by travellers, etc. — 

1. What records are kept, and what is the system? 

2. Who gives the receipts? 

3. What checks are in force? 

Before passing to a more detailed consideration of our subject, 

I would especially impress upon you the dangers and difficulties that 
arise in the case of a “one man business” that is to say, in a small 
concern where one man is in entire charge of the whole accounting 
system, working with perhaps one or two juniors to assist him. In such 
a case, this man is acting as cashier, ledger keeper,' wages clerk, and 
deals with the correspondence, the sending out of receipts, invoices 
and statements, etc. In such circumstances there is no form of internal 
check, and, therefore, it is impossible to prevent fraud if this man is 
dishonest. ^Far greater precautions, therefore, must be taken by the 
auditor, and although it may be impossible, rvithout luck, to detect 
fraud in its initial stage, yet the audit 'should reveal extensive frauds 
carried on for a lengthy period ; but the danger of these circmnstances 
must be borne in mind by the auditor. In consequence, he should vary 
his programme, make it as exhaustive as possible, and follow up closely 
ah doubtful points and queries. 
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The position in the case of a large business where an efficient internal 
check is in force is totally dissimilar, as the system can be so organized 
that the various sections of the staff of the business are acting as a 
check upon other sections. For example, the cashier should have no 
control over the ledgers or the sending out of invoices and statements. 
In these circumstances, it is far more difficult for defalcations on a large 
scale to be concealed, and collusion in cases of fraud is not common. 


The auditor, therefore, is relieved of a considerable amount of detail 
work, and may rely upon the internal checks, applying tests, and con- 
fining his main efforts to the weak and essential points. 

I now propose to give examples of likely forms of fraud, and to 
outline the steps which an auditor should take in order to discover 
them, but I wish to make it quite clear to you at the outset that I do 
not suggest that all the detail precautions given must be taken in the 
course of every audit. The auditor’s programme in the case of each 
audit depends upon the whole of the circumstances of the particular 
case, and it is his reponsibUity to decide upon the scope of his investi- 
gations, but naturally in cases of suspicion his audit will be far more 
exhaustive than in those where there is no sign of malpractice. 

What you students must study carefully is the possibilities of fraud 
and the precautions to be taken in order to counteract them ; also the 
necessity for the variation of the routine of an audit, and the importance 
which Attaches to the la^ng down of the original plans of the audit. In 
practice, you must avoid becoming mechanical and submerged in the 
detail checking, but you must constantly bear in mind that in the ma- 
jority of cases fraud will only be detected by digging under the surface 
of the accounting system. In studying this complex subject, and in 
actual practice, imagination is an asset of the greatest value. When 
engaged upon your, professional work, although in a junior capacity, 
think out the possibilities of fraud in connection wuth the particular 
work upon which you are engaged, and how far the checks that you 
are applying, and the method with which you are carrying them out, 
may be relied upon to reveal any discrepancies. I heard of a case 
recen y where a man purchased a business, the accounts of which had 
een audited, but he subsequently discovered that the greater part of 
the records, vouchers, etc., were dummies, the books having been spe- 
cially imtten up m order to effect the sale of the business. At first sight 
It would appear to be impossible for an auditor to be hoodwinked in 

^ ® 3 sy, if the audit is carelessly carried 

out, than would appear to the uninitiated. 

is ^ I have suggested, it 

and von auditing is full of interest, 

can attain • Your profession rapidly, and to a degree that you 

On the other hand, if you ^rform your 
*3-1.- vlthout the exercise of imagination, your 

tasks iviU mevitably become wearisome and uninteresting, ivith the ' 
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result that the possibilities of your failing to detect fraud are very great 
indeed. , 

Fraud may be classified under the following two heads — 

1. The misappropriation of cash or goods. 

2. The falsification 'of the accounts unaccompanied by mis- 
appropriation. 

As regards cash misappropriation, the fraud ^v^ll be effected either by 
omitting cash receipts from the books of account, or by entering 
fictitious payments. In the first case, these defalcations can be dis- 
covered only by checking the hook entries with original records such as 
till-books, salesmen’s books, cash diaries, counterfoil receipt books, 
agents’ returns, etc. In the case of fictitious payments, these should be 
detected by an examination of vouchers, invoices, wages sheets, and 
other direct evidence of this nature, but it is comparatively simple to 
prepare a bogus voucher. For example, imagine the case of a business 
where, say, £20 is owed to H. Henderson & Co., this amount having 
been properly passed through the books and in due course paid. Sub- 
sequently, this amount is duplicated and again passed through the 
bought books, and a second cheque is put forward and signed. This 
cheque is then misappropriated, it is entered in the cash book and posted 
to H. Henderson & Co.’s account, thus balancing the fictitious entry on 
the credit side. In order to provide a voucher for the fictitious item, 
the invoice or statement received from Henderson & Co., for the original 
amount, is taken, stamped and receipted. Imagining these circum- 
stances, I wonder how many of us in this room would, when vouching 
for that month, fail to imprint our audit stamp upon that bogus 
receipt ? I can picture the two audit clerks, one with the cash book, 
a pen, and a pot full of violet ink, the other %vith the bundle of vouchers. 
The clerk with the cash book calls out “ Henderson & Co., £zo” and 
with a duU thud the audit stamp falls upon the bogus receipt, and a 
neat little "V” is placed against the item in the cash book, accom- 
panied by a smile from the defaulting cashier in the background. But 
' no doubt none of you would in practice be caught by such a simple 
trap as this, even though the day had been long and wearisome, and the 
time was 4.50 p.m. ! 

Misappropriation of goods is even more difficult to discover than 
misappropriation pf cash, unless accurate stock records have been kept. 

In fact, rvithout such records, it is almost impossible to detect small 
defalcations. Misappropriation, however, on a large scale would affect 
the percentage of gross profits to sales, and may thus be indicated, 
and in some cases it is possible to compile quantity accounts which 
would reveal the discrepancy. 

The falsification of accounts, unaccompanied by misappropriation, 
may be very difficult to discover; in these cases the defrauding party 
probably \vill be a responsible official such as a manager, director or, 
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partner, and the object may be to bolster up the concern^ ^^th 
obtaining credit, or further capital, disposing of the business. 
of the shares of the dishonest officer, or Nvith a view to mcreasing com 

missions on profits payable to him by the company. 

Such falsification may be effected by over-valuation of stock m 
trade and other assets; insufficient provisions for bad f ^ 
debts and depreciation, or the suppression of liabihties. In “e 
ary way, an auditor must depend to a certam extent 
knowledge and the judgment of the responsible officials of tbe to 
as regards the valuation of assets, etc., and, therefore, if the 
is deliberately false, he is faced with an_ extremely difficult prtoem^ 
The auditor’s only means of detecting this class of fraud is a sc 
audit skilfully carried out. - His investigations must be thorough, 
his judgment good. Ifhe is of the opinion that the Profits are ove - 
stated, in spite of all the arguments put forivard by the officials, n 
must have the courage of his convictions, and make an adverse rep , 
whatever the immediate consequences may be to himself, this 
quires courage, but in the long run it is far better to lose one appom 
ment than to mar one’s professional reputation, and perhaps, “ ^ ' 
tion, have to pay heavy damages w'hen subsequently it is proved t 

the accounts are false. - , 

For the purpose of illustration, I propose taking a few exampi«> 

and considering these in detail. 


- Credit Sales 

In this case the fraud may take the form of omitting individu^ 
sales altogether from the sales day book, the cash subsequently paid 
by the customer being misappropriated. Another line of action lies m 
the misappropriation of cash received from customers, although then 
accounts have been debited wth the goods. In course of time this 
latter t5rpe of fraud must come to light, owng to the hea\^ increase 
in the book debts, but to a certain extent such defalcations may be 
covered by making fictitious credits in the ledger accounts in the way 
of returns, allowances, bad debts, etc. Again, suppose a case where 
£50 paid by customer "A” has been misappropriated, and customer 
"B ” subsequently pays his accoimt of £100. In the cash book the £100 
may be entered as “A” £50 and “B” £50, and thus "A’s” account is 
balanced, and the defalcation is transferred to ‘ ‘ B’s " account, which is a 
more recent one, and is less likely to attract attention. 

Misappropriation may again be effected by means of fictitious 
discounts; for example, customer "C” remits a cheque for £50 to 
settlement of his account for that amount. This is entered in the cash 
book as “Cash £47 los. and Discount £2 los.,’’ the £2 los. being taken 
out of cash receipts when same are banked. 

It -will be observed that the ordinary routine checking of the sales 
day books and ledgers will not reveal any of the foregoing types of 
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fraud, which can only be discovered by checking the books ivith origi- 
nal records, if these are available. 

The omission of sales and fictitious sales may be detected by com- 
paring the sales day book entries with such records as order books, press 
copy invoices, travellers’ returns, goods outwards books, etc. 

Misappropriation of the cash received from customers may be re- 
vealed by checking the cash book entries with rough cash book or 
cash diaries, if such records have been kept. The checking of the cash 
book entries with counterfoil receipt books may reveal the fraud, 
but the counterfoils may be easily manipulated, so that, except on 
the first occasion, it is improbable that this test will disclose the fraud. 
I have, however, had several cases in my own experience where this 
check has proved successful. In this connection, it is of great impor- 
tance, from an organization point of view, that unused receipt books 
should be kept under proper control. In a recent case, I found that 
the defaulting cashier kept a separate receipt book for giving receipts 
in cases where he was misappropriating the cash received. 

The splitting of cheques and fictitious discounts may be traced by 
comparing the cash book entries with the counterfoils, or, better still, 
the original paying-in slips. 

In cases where fraud is suspected, the simplest method of procedure 
is for the auditor to send direct or supervise the sending of statements 
to aU debtors on the sales ledgers. If, therefore, cash has not been 
accounted for, the balance ivill not agree with the customers’ booksf 
and this the debtor will point out. 

The returns and allowances books may be checked ivith press copy 
credit notes, goods inwards books, and correspondence, with a view 
to ascertaining that all the entries are genuine. 

Bad debts ■written off should be examined in detail with a respon- 
sible official, and any doubtful cases followed up. 

In the case of a business of any size it is possible to organize a 
system of internal check which ivill make aU the foregoing classes of 
fraud very difficult to effect without collusion. The ledgers, books of 
first entry, and the sending out of receipts, invoices, and statements, 
should be under separate control, and divorced entirely from the 
cashier’s department therefore, the persons handling the cash have no 
means of making false entries in the ledgers and other books, and if 
cash is not accounted for, a statement -^vill be sent to the customer, on 
which he ^vill not be given credit for the cash paid. In the same way — 
the sales day book clerks have no control over cash — ^there is no 
inducement to them to omit sales and make false entries 

Before passing from the subject of credit sales there is the question 
of the provision for bad debts, wliich in a business where the book debts 
amount to a considerable sum is an important point, as the trading 
results can be improperly inflated by an insufficient reserve under this 
head. In a recent case {Arthur Green & Co., v. Central Advance & 
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Discount Corporatioli) the auditors were held to have failed in the dis- 
charge of their duties, in that they did not report that the book debts 
shown in the Balance Sheet were considerably over-valued. 

By a careful study of the accounts in the sales ledgers, an auditor 
of experience is in a position to judge, mth some degree of certainty, 
whether the reserve is adequate. When examining individual accoxmts 
he should note the age of the debt, how the balance shown on the 
account is made up, whether" bills and cheques have been dishonoured, 
whether small payments only on account are made, and the balance 
on the account over a period is increasing, whether the debt is statute- 
barred, whether there are any notes on the account, such as “In Bank- 
luptcy, ’ “ In Liquidation,” “In Sohcitor’s hands," "Account stopped,” 
Left no address,” etc. After this examination, the auditor should go 
through all the doubtful accounts with a responsible official. Although 
the auditor cannot possibly have any personal knowledge as regards the 
financial standing of these individual debtors, yet an auditor of experi- 
ence is not easily misled as to what, approximately, is a sufficient reserve. 


Cash Sales 

In tWs case the system of internal check is all important, as if the 
system is bad, or there is no system at all, it is practically impossible 
0 prevent or detect leakages. The basis of every reliable system is that 
the salesmen shall not receive the cash ; this you will find in any well 
orga^ed shop. Upon the sale of the goods, the salesman makes out 
Md hands to the customer a bill, which the customer then presents 
to the desk cashier, wth the cash. In this way, the summaries of the 
salesmens books are a check upon the desk cashier’s takings, and both 
^ the auditor as a check against the amount 

of "the cash s^es banked. In smaller businesses^ automatic tills are 
in although this is by no means so efficient a system; 

matic tSTrecords'^^^ accounted for can be tested wth the auto- 

the system, then all the auditor can do is to test 

Se^ vp 4 records are available, but in such 

to his clienf A ^ auditor shoiild report to this effect 

plovees anci i<; means putting temptation before the em- 

ployees, and IS unjustifiable upon that ground alone. . 

Purchases 

purrhiS'SS?r?f -Tf "i^^eards purchases are, the omission of 
the goods in resoert P^l’ment of accounts, 

the passing of the been received by the business; 

the business- the d^mr ^.®^'^^°unts of officiab through the books of 

If the system is loose, thiefrauS arc h 

se, laese irauds are by no means easy to detect. 
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of the wages and the preparation of the' wages book. In the case of 
tme-workers, the best base is the time recording clock, whereby the 
time worked by each employee is automatically kept, thus eliminating 
disputes with the employees themselves, and providing the data from 
which the wages book is prepared. In the wages ofi&ce, the weekly 
wages sheets are compiled from the clock records, the rates, deduc- 
tions, calculations, and castings being made and the whole of this work 
being independently checked. Upon completion, the wages book should 
be passed to the cashier's department, when a cheque for the total 
wages is dravm, and the amount payable to each employee is counted 
out. Thereafter, to complete the system, the actual payment of the 
workers shoidd be made by officials who have had nothing whatever 
either the preparation of the records or the cash handling, 
and the payments should be made in the presence of officials, such as 
oremen, who are in a position to identify the workers. In effect, the 
s^tem should be in the form of a circle, that is to say, the staff respon- 
si e or the work at any one stage should not be responsible for any part 
of the work at a hirther stage. For example; if a foreman controls the 
une or piece-work records of the workers imder him, and upon the 
comp elion of the wages is handed the cash to pay his men, the system 

foreman may falsify his records, and as he 
pays the men, fraud is simple. 

nf ^ piece-work, the system should be based upon records 

siened ormed, and if possible, the original record should be 

J°^ker and the piece-work viewer. Subsequently, the • 

stated if th r ^ ^ time-workers. As already 

difficult no efficient system, the detection of fraud is very 

ter mcor^ at ^vith what- 

force he can tesf fE ^ ^ however, a proper internal check is in 
draivn The main .f the amount of the cheques 

and that it is, in fa^^ied'o^h^ 

the groundtlmt iT?5^^ being charged to capital accounts, upon 
cSeSn^uSf ati acquisition of fixed Lssets. 

that only actual*"cost has been Pi’oper ch^ges to capital, and- 

profit bavin tr been mado tu j b^ged, no additions in the shape of 
tesM, aS.KTaSt';!?' ol tie a-ages shoid be 

sums are involved the arm responsible official. If large 

analysis; the auditor must^ falsified by an improper 

of the facts. ’ ^ carefully investigate the whole 


I have already dealt ivith 
but dealing with the cashier 


Cash Book 

akrge proportion of the cashbook entries, 
s epartment generally, the whole system 
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requires most careful consideration. Any looseness in the organiza- 
tion may lead to fraud, and, therefore, to any weak points the auditor 
must pay special attention. 

In the first place, in order to ascertain that the cash book is genuine, 
and in agreement udth the books of the bank, the cash book must be 
checked with the bank pass book, and a certificate obtained direct from 
the bank to verify that the pass book produced is the original one; 
bogus pass books have been produced in cases of fraud. When checking 
the receipts side, the dates should be noted, as a simple fraud may be 
perpetrated by delaying the banking of receipts, the defaulting cashier 
making use of these funds during the period. This fraud may be detec- 
ted with greater certainty by testing the cash book with original 
entries, such as counterfoil receipt books, cash diaries, etc. When 
checlcing the payments side, it should be seen that the names, dates, 
etc., in the cash book and pass book correspond. 

As regards vouching, the sales ledger cash has already been dealt 
with, and miscellaneous receipts, such as amounts received upon the 
sale of assets, capital subscribed, rents, interest, commissions, etc., 
received, must all be vouched by the inspection of original records, in 
order that the auditor may satisfy himself that all receipts have been 
accounted for. It is most important that you students should realize 
that, when dealing "with receipts, the point is not what is in the books, 
but what has been left out, and to detect omission requires great care 
and skill. 

Recently I heard of a case where certain commissions to which a 
company was entitled^had been misappropriated for years by. the direc- 
tors. In such circumstances it is extremely difficult for an auditor to 
detect the fraud, and this can only be accomplished if the auditor keeps 
his “ eyes very wide open,” and makes intelligent inquiries and investi- 
gations. 

As regards payments, the possibilities are the inclusion of fictitious 
items, and, therefore, the whole of the payments must be vouched 
\vith receipts, invoices and other evidence in support of the same. 

When vouching, care must be taken to see that the receipts and, 
invoices, etc.,. are made out to the auditor's client; that the dates 
correspond, and that the items appear to be proper business expenses; 
any doubtful cases should be carefully inquired into. If vouching is 
carried out carelessly, it is very unlikely that fraud will be detected, 
and therefore in this, as in all his work, an auditor must be constantly 
vigilant. You will, I am sure, appreciate, for example, how easy it is 
to fail to detect that a particular payment refers to a previous year, and 
was improperly suppressed in that year in order to inflate the profits; 
that back receipts are produced in support of a fraudulent payment in a 
succeeding year, or that the receipt in question is for the private account 
of an official of the concern. 

In the case of companies and other concerns working under special - 
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Acts of Parliament and regulations, it must be seen that all the transac- 
tions are intra vires, and, therefore, the auditor must make himself 
familiar vith all the legal documents and acts affecting the particular 
imdertaking. 


Business Assets 

Time is not available in which to explore all the possibilities of this 
side of the question. I must, therefore, deal with this subject in broad 
outline only. 

On the purchase of an asset, the auditor must vouch the origind 
payment wth documents showing the amount and particulars of this 
item, and he must satisfy himself that it is a proper capital charge. 
For example, in the case of plant and machinery, he must see the in- 
voices and receipts, and ascertain that the purchase represents addi- 
tional plant, and not replacements, when the original item has not been 
written off entirely by means of depreciation. A purchase of freehold 
property ^vill be vouched vnth the contract of sale, and the solicitor s 
statement shoving the purchase consideration. 

Subsequently, at the date of each Balance Sheet, he must see from 
the books what assets should be in hand, and then verify their existence. 
The exact form of verification differs with the nature of the asset. For 
example, in the case of cash, the actual balance should be counted; 
investments ^vill be verified by an inspection of share certificates, 
bonds, etc.; freehold property with the title deeds. "When carrying 
out this verification, great care must be taken,‘not only that the docu- 
ments are genuine and held in the correct names, but also that fraudu- ■' 
lent duplication does not take place. If there are several cash balances 
in one business, and all are not counted at one time, the same cash 
may follow- the auditor round, and be produced'to him when counting 
each balance. When examining securities, such as bearer bonds, the - 
same bonds may be produced more than once if special precautions are 
- not taken. 


We now come to the question of the valuation of all the assets of 
the business for Balance Sheet purposes, which is one of paramount 
mportmce. The results shown by the Profit and Loss Account, and 
- the position shovm by the Balance Sheet, depend entirely upon the 
valuation of the assets. This valuation must, of necessity in .many cases, 
be dependent upon the personal opinion and judgment of the officials 
of toe concern, and, therefore,. it is a simple matter for such valuation 
to be mproperly manipulated. The auditor must, therefore, satisfy 
^self that the valuation of the assets is fair and reasonable, but wth 
cren c asses of assets and in different businesses, various bases of ' 
"nUp auditor cannot, therefore, act upon any. 

TTincr Eo f i™ • whole of the circumstances of the case 

must be taken mto consideration; the auditor must test the valuation 
m every way he can, and by means of intelligent inquiries satisfy 
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himself ; technical questions are involved in many cases, and, therefore, 
the auditor requires great skill, experience, and judgment when dealing 
wdth this question. He cannot have expert knowledge, and he must 
rely upon -the officials of the concern for information and explanations. 
In most cases, therefore, \the detection of fraud ^vill depend upon his 
judgment of the evidence and explanations put forward. The question 
of depreciation of fixed assets raises a very wide and complicated sub- 
ject, and in any cases where the auditor is not satisfied, he should 
report to that effect. He is not in a position to fix depreciation rates, 
but he must satisfy himself as far as he can that the provisions made are 
sufficient. 

A common form of falsification of accounts is by means of stock-in- 
trade ; the quantities included, or the valuations may be falsified, and 
these frauds are difficult to detect. It is impossible for the auditor to 
take, inspect, or value the stock, nor is there any certain means by 
which he can verify the existence of this asset. There is, therefore, a 
common contention that an auditor can assume no responsibility 
further than routine checking of castings and calculations, and that he 
can safely depend upon the certificate of a responsible official. If this 
contention were correct, and audit would be no safeguard to share- 
holders, as the official responsible for the valuation of the stock can 
manipulate the accounts at will; the position is the same as if every 
link in a chain were tested except one, in which case, the whole test is 
valueless. 

An auditor can, and must, take reasonable precautions ; he should, 
therefore, investigate the whole system of stock-taking, and ascertain 
whether the whole is checked independently. He must also examine 
into the whole basis upon which the valuation is made. Some of the 
tests he should apply are; a comparison of the prices per the stock 
sheets wth current invoice prices, and those in previous years’ stock 
sheets ; the tracing of items towards the end of the period into stock 
and purchases, through goods inwards and order books ; fracing large 
sales towards the end of the period into goods outwards book, and as- 
certaining that these goods are not included in stock. 

In some cases quantity accounts can be prepared, verif3dng the 
quantities in stock, and if stock books are kept, these should be inspec- 
ted. Any marked fluctuation in the percentage of gross profit to sales 
should be carefully inquired into, as this may indicate falsification of 
stock. 

The foregoing are some of the tests that' ah auditor may apply 
to stock-in-trade, and this asset is one which should receive his most 
careful consideration oumg to the facility with which, it may be 
manipulated for fraudulent purposes. 

In the time available it has not been possible to deal exiiaustively 
TOth the subject under consideration, but I have endeavoured to out- 
line the general methods upon which an auditor must work if he is to be 
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successful in the detection of fraud. In actual practice, you may 
carry out a great many audits without discovering a single fraud. 
There is, therefore, a great danger of. your relaxing your efforts and 
becoming mechanical in your work. You students must, therefore, 
bear in mind that although in ninety-nine cases everything may be in 
perfect order, yet in the hundredth there may be a carefully concealed 
fraud, and in this case, on the surface, ever^hing may appear to be 
absolutely satisfactory. Therefore, success can only be attained by 
the exercise in every case of great care, skill, and method. 

To be successful in the detection of fraud an auditor must be pos- 
sessed of considerable skill and experience; he must have confidence 
in himself, based upon a complete knowledge of his profession ; he 
must have common sense, sound judgment, and he must be a judge of 
character. 

I do not wash to give you the impression that an auditor shoidd 
adopt an attitude of suspicion; on the contraiy, it is of the utmost 
importance that he should be tactful, but if the occasion arises he must 
be firm, so that he may not be diverted from his inquiries by cleverly 
conceived explanations. In this, the personal element in human nature 
plays a great part, and some individuals possess the necessary quali- 
firations in far greater degree than others, but by training, experience, 
and the cultivation of imagination, the majority can develop these 
qualifications, and thus attain a considerable degree of success in our 
profession. 



Chapicr'JCX 

The Audit and Investigation of the 

Accounts of Executors and Trustees 

A Paper read leforc {he Chartered Accountant Students’ Society of London on 13th 
October, 1909 . 


When in the spring your committee honoured me 
by asking me to read a paper in the autumn I promised to do so rath 
a light heart, fully intending to speak upon some subject and of an 
entirely original nature. This state of mind continued until I vainly 
attempted to choose my subject. I searched lugh and low for some 
undiscovered'land, in the describing of which I might subject you to 
a succession of thrills. This course appeared to me to have the added 
advantage of sheltering me, for the time being at any rate, from all 
hostile criticism, owing to what I hoped would be the absolutely un- 
explored character of my subject. Eventually, however, I decided upon 
the less exciting and more dcbateable subject of the “Audit and In- 
vestigations of the Accounts of Executors and Trustees.” 

In the time at our disposal it is quite impossible to describe all the 
points wth which an auditor, in practice, may have to deal when 
auditing these accounts. My intention therefore is merely to point out 
to you the lines upon which such audits should be conducted, and, in 
doing so, to deal mth some of the points upon which I have had prac- 
tical experience. 

The assets comprised in the estates administered by executors and 
trustees are often of very varying natures ; but I propose describing to 
you the audit of the accounts of both executors and trustees of estates 
consisting of the usual assets, including stocks, shares, etc., and landed 
estates. 

In the case of settlements the trustees in some cases do not collect 
the income during the lives of the life-tenants, who collect the same 
direct. I shall, however, deal with a full audit of botli Capital and 
Income Accounts. 

Although the practice of having Trust Accounts audited is compara- 
tively modem, it has in recent years made rapid strides ; but the per- 
centage of trusts whose accounts are audited is still, I think, very small. 
Owing to somewliat frequent scandals the public is beginning to search 
for some remedy, and in igo6 an important step was taken, when the 
Public Trustee Act was passed, whereby a Public Trustee ^vas created 
for the special purpose of administering trust estates. The placing of 
an estate in the hands of the Public Trustee is, however, a purely 
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voluntary act, and this measure does not therefore in any way affect 
the position as regards trusts not in his hands, except in one particular. 
By Section 13 power is given to any trustee or beneficiary to call for an 
audit or investigation of the accounts of any trust in which he is inter- 
ested, and it must be borne in mind that this section of the Act applies 
to all trusts, and not only to those administered by the Public Trustee. 

In an estate of any size the accounts are often very comphcated, 
and it is absolutely necessary that very complete and accurate accounts 
be kept, in order that the interests of the various parties may be pro- 
perly sho\vn and adjusted. The accounts, where there are life-tenants, 
often spread over a considerable number of years, and the final realiza- 
tion and division of the estate may not take place until many years 
after the trust was created, by which time, perhaps, the original trus- 
tees are dead. If, in the meantime, proper accounts have not been kept, 
and any dispute arises, as is often the case, between the various in- 
terested parties and the trustees, it is a matter of very great difficulty, 
or, it may be, impossibility, then to prepare a full and correct state- 
ment sho^ving the dealings wth the estate from the commencement. 
This may place the trustees in a very serious position. Even if it is 
possible from the available material to 'prepare the accounts, it may 
be found that, through oversight or ignorance, the trustees have not 
given effect to all the various provisions of the ^vill or settlement and 
the law effecting these matters, the result perhaps being that erroneous 
payments have been made to the life-tenants. 

- When trustees are laymen it is very easy indeed for them to make • 
such mistakes, unless they are properly advised by persons well versed 
in these matters, and for this reason, if for no other, it appears to be . 
most essential that, in any estate where there are several interested 
parties, proper accounts should be kept and periodically audited by a 
chartered accountant. 

If the accounts of a trust have been annually audited by a chartered 
accountant, and the various beneficiaries have been furnished with 
copies thereof and the auditors’ certificates, it is a great safeguard 
against subsequent disputes arising, as is so often the case in connection 
with the management and distribution of these estates. Should, how- 
ever, any such dispute arise, the trustees are in a position at a moment’s 
notice to show exactly how every penny of the funds entrusted to their 
care has been dealt with, and if they have been properly advised and 
have acted reasonably it is extremely unlikely that they udll have in- 
curred any personal liability. \Miilst, on the other hand, if matters have 
not been conducted on a business-like footing, trustees run considerable 
risks in this direction. 

• estates, where it is necessary to employ agents, an audit is 

invaluable, from the trustees’ point of view, as a check upon their 
agents, for whose acts they may be held responsible. Quite recently the 
late Lord Amherst was held personally liable to the extent of 31,000 on 
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account of the defalcations of the solicitor to an estate of which he was 
a trustee, whilst there can be no doubt that, had the accounts of that 
estate been properly audited, the extensive frauds of which he was the 
victim could not have been perpetrated. 

From the foregoing remarks it will be seen that the position of an 
auditor to a. trust estate is one of considerable responsibility, and one 
calling for considerable knowledge and skill. Although in principle 
the audit of such estates is exactly the same as any other audit, 
there are many special features in connection wth these audits, in 
dealing wth which an auditor must use considerable judgment and 
care. 

A knowledge of the law affecting trusts is absolutely necessary, and 
a considerable number of legal documents have to be read and under- 
stood, as it is the auditor’s duty to see that the terms of the will or 
settlement and the law affecting the particular estate have been carried 
out. Often very complicated questions arise in these accounts in con- 
nection wth some of the legal rules, and it is most important to see 
that the same are properly dealt m’th in the accounts. The auditor 
is often not able himself to decide how these matters are to be dealt 
with, but he must have sufficient legal knowledge and experience to 
enable him to raise the points when necessary. The trustees can then 
consult their solicitor, and, if necessary, counsel, whilst eventually 
it may be that application to the Court is necessary before the point 
in question can finally be decided. 

Prior to the commencement of the first audit of an estate of any size 
there is a great deal of preliminary work which should be done by the 
principal himself, or under his direct supervision, as the care and skill 
displayed in this part of the work has the most important bearing upon 
the subsequent part of the audit. In doing this part of the work, by 
the use of care and organization, a great deal of time and labour may be 
saved later on, and especially in the audits of subsequent years. This 
work consists of the examination of the various legal documents 
affecting the administration of the estate, and is in many cases a very 
laborious task. As each document is read through an epitome should 
be made, most careful notes being made of all matters affecting the 
accounts. These epitomes should be referenced and filed, so that they 
can be instantty referred- to ^yhen required. 

The documents to be examined are such as follows — 

The Will and Codicils (if any) in the case of a trust created by will. 

The Letters of Administration in the case of an intestacy. 

The Settlement in the case of a trust created by deed. ' 

The Release and Appointment of new trustees (if any). 

Some of the principal points upon which notes should be made 
are — 

The names of the executors or trustees. 
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The provisions as to the way in wliich the property is to be dealt 
with and finally distributed. 

The legacies and annuities payable. 

The provision as to the maintenance and education of cldldrcn and 
the powers of the trustees to make advances. 

The pro\'isions as to any special tnist created. 

The powers of the trustees as to the retention of investments. 

The investment clause. 

Tlie provisions as to the dealing with the deceased’s share in any 
business. 

In the case of landed estates careful notes should be made as to how 
the following have to he dealt with — ^Timber cut ; royalties ; repairs ; 
wTisting assets ; portions. 

Other documents to be examined are an}' orders made by the Court, 
and, in the case of a deceased having a sharein a business, the partner- 
ship deed and tlie audited accounts of tlic business. 

\^Tien an estate consists partly or wholly of landed property the 
whole of the leases and agreements with tenants should next be 
examined, and here again, as each document is examined, an epitome 
should be made. Probably all the leases will be drawn upon a uniform 
plan ; and once this has been carefully examined and understood the 
examination of the remainder will be comparatively easy, as it is only 
necessary to see what alterations have been made to meet the circum- 
stances of each indhidual case. The principal points to be noted are as 
follows — 

Name of tenants. 

Description of property. 

Period of lease. 

The date when the lease expires. 

The rent payable. 

The provisions as to the payment of rates, taxes, and tithes. 

The provisions as to repairs. 

The pro\isions as to the shooting over the property leased. • 

The provision as to the mineral rights and royalties pa3'able. . 

The provisions as to the growing crops at commencement and 
expiration of the lease. 

The epitomes should then be filed and referenced, and a summary 
should be prepared setting out the name of each tenant, the name of 
the farm or house, etc., the period of the lease, and the rent payable, 
and a reference number to the epitome. This summary will thus show 
the annual rental that should be received in accordance with the terms 
of-the leases. 

The map of the estate should then be examined in order to see that 
the whole of the property has been dealt ivith. 

The whole of the insurance policies should next be examined, and a 
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summary prepared setting out in each case the following particulars — 

Number of policy. 

Name of office. 

Property insured, and the amount for which the same is insured. 

The premiums payable. 

The date when payable. 

In a large estate this preliminary work will necessitate the expendi- 
ture of a'considerable amount of time and labour, but once it has been 
completed and the results focused as explained above, it is done for 
ever, and it is only necessary each year to keep the records up to date 
by seeing, for instance, the new leases entered into, or noting any altera- 
tions made in the old ones, but it will not be necessary to examine 
afresh all the original documents. \^ffien once these schedules have been 
prepared they -sviU prove invaluable during the audit, ahd in practice 
it wiU be found that reference is constantly being made to them. 
Consequently in an annual audit an immense amount of time is saved 
in the long run, and the audit is made much more efficient than would 
be the case had this part of the work been omitted. By this means the 
auditor has a complete control over the affiairs of the estate, which will 
prove invaluable at each annual audit, as he has all the information 
he requires at his finger tips. 

When an audit is to be annual the auditor should during the exami- 
nation of the first year’s accounts very carefully consider the whole 
system of management and book-keeping. He ^vill probably find, if he 
thoroughly understands this branch of accountancy, that there are 
several improvements that he can suggest, but in doing so he should 
use considerable tact. Frequently, in the case of large landed estates, 
the management is in the hands of a firm of solicitors, and solicitors 
are as a body very conservative. Especially so are those firms who do 
this class of work. These estates have often been managed by the par- 
ticular firm for generations, and the auditor may find it best to carry 
out his reforms gradually, for if he commences suggesting too many 
sweeping changes he may receive a very cool reception. If, however, 
he uses tact and studies his clients in the matter, he will probably find 
that in the course of a year or two he can get everything run on a 
proper and up-to-date system, and his clients, on then finding how 
ever3dhing runs like clockwork, ^viIl greatly appreciate his services, 
although perhaps at the beginning he was looked upon as a necessary 
evil that had to be endured, but not encouraged. 

During the course of a first year’s audit the principal should very 
carefully consider the whole of the’’ground to be covered by the audit, 
and compile a work diary setting out the whole of the checking and 
investigations to be done by himself and his staff. In this way it can 
immediately be seen in subsequent years what has to be done, and the 
auditor can be certain that nothing is overlooked. 
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In many well-managed estates it is usual to keep a minute book, 
in which arc recorded the transactions taking place at the meetings 
of the trustees. In these cases the auditor should carefully read 
through this book, as it will afford him information upon many impor- 
tant matters upon which, it may be, the financial books are silent. 

When auditing the first accounts of executors or administrators 
the Estate Duty Accounts and Corrective Affidavits (if any) should be 
carefully examined, in order to see that the whole of the assets and 
liabilities of the deceased have been included and that the estate 
books have been opened with these figures. The assets comprised in 
the Estate Duty Account will probably have been supported by inde- 
pendent valuations, which should be examined. If the originals are 
at Somerset House, copies should be obtained from the solicitor to 
the estate. These assets will consist of such as the following — 

Furniture, pictures, plate, etc. 

Wines and consumable stores. 

Jewellery and personal effects. 

Horses, carriages, and motor cars. 

Cash in house and at bank. 

Freehold property. 

Leasehold property. 

Mortgages. • . , 

Stock, shares, and debentures. 

A share in a business. 

The schedule of debts duo at the date of death should be verified 
by the inspection of the invoices and receipts, as also should the funeral 
expenses. The books and papers of the deceased should also be 
examined, in order to see that the whole of the property and 
liabilities have been brought to account. 

In the case of a trust created by deed, it should be seen that the 
books are opened with the property contained in the schedule attached 
to the settlement. 

Having now completed the whole of the preliminary work, the 
routine checking of the books of account should be commenced, and 
the first book to be examined should be the cash book. 

In large estates separate banking accounts are often kept for the 
Income and Capital Accounts, and in the case of settled estates the 
Capital Accounts are generally kept in a separate set of books. 

Taking first the receipts side of the cash book, the items wiU be 
verified m the following manner — 

Hre sales of investments will be checked with the broker’s sold notes, 
es ^ freehold and leasehold property with the auctioneers’ 
accents, the actual signed contracts, and the solicitor’s letters. 

. ® proceeds of life insurance policies with the letters from and to 
the insurance companies. 
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Debts due to the deceased, with the letter book, letters, and counter- 
foil receipt books. 

The amounts received on account of the deceased’s share in a busi- 
ness will be checked with the audited accounts of the business. 

Dividends received wiU be vouched with the counterpart dividend 
waixants. 

Rents received should be checked on to the rent roll and with the 
counterpart receipts. 

Royalties should be checked with the certified statements of out- 
put. In large mines the landlord often has the mine annually surveyed 
and the lessee’s output books checked in this way. In this case the 
surveyor’s certificates should be examined. 

Timber sold should be checked with the auctioneer’s accounts, or, 
if sold privately by the local agent, with his accounts and letters. 

The miscellaneous income should be checked with whatever 
available evidence there is, such as agents’ accounts, letters, etc., and 
will consist of such as the following — Cottage rents; undenvood sold; 
sales of game; wayleaves; pole rents, etc. 

Turning now to the credit side of the cash book, vouchers ivill be 
examined for all pa3mients, which will consist of such as the following — 

Debts due at the date of death ; funeral expenses ; testamentary 
expenses; annuities and legacies; payments to beneficiaries. 

Purchases of stocks and shares will be vouched with the broker’s 
bought notes. 

Estate duty with the receipted duty accounts or probate. 

Legal charges wth the solicitor’s bills of costs. 

In the case of landed estates there may be payments for buildings 
erected and repairs and alterations to.existing buildings, and these pay- 
ments should be supported by builders’ contracts and vouchers and 
architects’ certificates. 

In landed estates the custom often is for the landlord to provide 
the tenant 'with the materials for ordinary repairs, and these ^vill con- 
sist of straw for thatching, bricks, and timber, etc., and consequently 
there rvill be payments for labour and materials, which rviU be vouched 
rvith the accounts of the local agent, supported where possible by re- 
ceipts. In some cases the materials are supplied from the estate, in 
which case the auditor should see that proper entries are made to record 
the same. For example, when part of the timber cut is supplied to the 
tenants for the purpose of making gates, etc., entries should be made 
crediting Woods Account and debiting Repairs Accounts of the par- 
ticular farms, as it is important that the auditor should see, so far as 
that is possible, that the whole of the timber cut is accounted for. 

In order to complete the checking of the cash book the castings and 
postings will be checked, and the cash book null also be checked vuth 
the pass book, and the bank balances certified by means of certificates 
from the banks. 

tr~{D^4lS) 14 pp. 
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As explained above, the rents received have been checked from the 
cash book on to the rent roll, and this should now be checked vith the 
schedule of rents receivable prepared by the auditor from the counter- 
part leases. In this way he vdll see whether the whole of the rents 
have been accounted for or not. Care should be used to see that all 
arrears from the pre\dous year have been brought forward. Any 
allowances made to tenants should be carefully scrutinized and the 
authority therefor examined. 

Where there are a great many holdings in stocks and shares a 
dividend book is generally prepared showdng the dividends due and 
paid each month. In this case the dividends should be checked from 


the cash book to the dmdend book, in order to see that the whole have 
been brought to credit. 

The ledger should next be taken and each account carefully 
examined. This is one of the most important parts of the audit, as it 
is here that the whole of the transactions are focused, and the auditor 
must see that this has been correctly done in accordance with tlie terms 
of the document creating the trust and the various legal rules. It is 
here therefore that the knowledge gained by his examination of the 
various legal documents is invaluable. If the whole of these have been 
epitomized the auditor is in a position to do tins part of the work com- 
paratively quickly and efficiently, as the whole of the necessary in- 
formation that he requires is at hand, and it is therefore very unlikely 
that he vill overlook any important points. 

•Each investment accoimt should be examined to see that the invest- 
ment is an authorized one, and that the whole of the income therefrom 
has been brought to credit. 


It is necessary to see that all the apportionments between the life- 
tenants and the remaindermen have been properly made. In the first 
year s accounts after the death of a testator, and also where one life- 
tenant has died and is succeeded by another, the receipts and paj^anents 
on Income Account have to be apportioned. There are also several 
eg ™ ^ aflecting the accounts as bebveen life-tenants and remainder- 
men, and a legal knowledge is necessar3’- to see that any such rules 
app yjng to the particular estates have been carried out. These rules 
o ten raise \ erj' complicated but interesting accountancy problems, in 
dealing with whidi considerable care and skill is required. 

m-surance accounts the premiums debited 
'uidifnrivi Schedule of insurances prepared b}'^ the 

die wlinP 'If policies. In this way it is seen whether 

conXf; ^P- When part of the estate 
wheth''r rnorlgages the auditor .should inquire 

receipt; produerfm them. msurance 


th<' can nov. lie clicckcd with the ledger, or preparctl b' 

the auditor If. as ,s often the case, this is left to him. Th«c IccountS 
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when prepared, should be carefully considered and compared with 
the accounts of previous years; then, having gone through all the 
notes made during the audit, the auditor should prepare his report. 
As the accounts in a large estate are necessarily complicated, the auditor 
should endeavour to explain the same fully in his report, drawing atten- 
tion to all points that require consideration and setting out the con- 
clusions to be dravm from the accounts. 

Another important part of a trust audit is the examination of the 
securities. This is sometimes somewhat troublesome if there are a 
great many legal documents to be inspected. A very good plan in 
these cases, which is sometimes adopted, is to have an independent 
solicitor to examine all the title deeds and give a certificate. The audi- 
tor can, of course, himself easily verify aU the stocks and shares, etc., 
by examining the certificates or bonds, and, in the case of inscribed 
stocks, by obtaining certificates from the banks where the same are 
inscribed. When the examination of the deeds is left to the auditor 
he is not able to give a certificate that the trustees have a good title ; 
all he can do is to examine the abstract of title, see that all the deeds 
are produced, and generally satisfy liimself that everything appears 
to be in order. In a large estate this part of the audit, it is submitted, 
should be performed by a solicitor. 

In the foregoing remarks I have dealt entirely with cases where a 
proper and complete set of books of account have been kept ; in prac- 
tice, however, this is, I am afraid, the exception and not the rule. 
Often the only book kept is a cash book, in which case either a ledger 
will have to be opened and posted up or an analj'sis %vill have to be 
made of the receipts and payments. In these cases it is most important 
to make certain that the commencing figures are correct. In the case 
of settlements, the schedule attached thereto vill contain details of all 
the property, and this must be traced through. In the case of a trust 
created by aAvill, the estate duty accounts and schedules vail contain 
the details with which the account should commence. A good plan 
where the transactions are not very numerous is to prepare sheets 
\vith four columns, in the first of which will be entered the property 
at the commencement of the period of the investigation ; in the second, 
the assets purchased during the period under review. In the third 
column wll be entered the proceeds of assets sold ; whilst the fourth 
will contain the property in hand at the close of the period. A state- 
ment can then be prepared embodj'ing these totals and making adjust- 
ments for profits and losses on realizations, and the various payments 
made out of capital moneys. In this way it can readily be seen whether 
the whole of the property has been accounted for or not. 

WTiere the Income Account has to be audited as well as the Capital 
Account, it vail probably be found, if the estate is of any size, that the 
shortest and best method is to write up a proper set of books. In this 
way a permanent record is created, showing exacth' how' all the figures 
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contained in the final accounts have been arrived at. This may prove 
of great value in after years, if the accounts have again to be examined 
by persons other than those who originally prepared them. 

In my opinion the audit of the accounts of trust estates will in 
the future become much more general than it is at the present day, 
and possibly even it may become compulsory by law. The subject is 
one therefore which merits the careful attention of all students, and I 
hope that this paper may be of some service in this direction. 



Chapter XXI 

Government Contract Cost 

Investigations 

A paper delivered before the London Members of the InsHhite of Chartered Accoun- 
tants on the 2jtk April, 1942. 


The subject that we have to consider is Govern- 
ment Contract Cost Investigations, and I think perhaps in opening 
the discussion the most helpful thing would be to outline to you the 
negotiations which the Federation of British Industries has for some 
time been carrying on mth the Treasury on this specific subject, 
because as the result of those negotiations a code of costing has been 
settled by the Treasury, and this is the code which governs all cost 
investigations to-day.^ I happen to be chairman of the sub-committee 
of the F.B.I. which dealt \vith that matter. 

As we all know, this subject arises because the Government has 
the right to investigate costs in connection wth any Government con- 
tract, and I do not think any of us will quarrel with that. Each of the 
various Government departments have, and had, their own cost in- 
vestigation departments. Sometimes they investigate on the completion 
of a contract to see whether costs and profit are reasonable, and in other 
cases, when estimates are prepared as a basis for fixing a contract on 
a fixed price basis, they investigate before the contract is placed. In 
both cases the yardstick, of course, is what is the cost and what is the 
profit margin that has been added to it, and are both reasonable or not. 

The way the F.B.I. came into this was as follows. They have a 
War Contractors’ Committee, and at that committee complaint was 
raised that, like the grasshoppers to the children of Israel, cost in- 
vestigators were becoming a burden in-the land, the point being that 
where the contractor was dealing with a number of Government de- 
partments, he had a different cost investigator coming from each 
department, each investigator wanted to plough through the whole 
of the books, to go through aU the overheads and decide what was 
allowable and what was not and each investigator seemed to have 
different ideas. There did not seem to be any "book of rules” that the 
unfortunate contractor could refer to, and therefore complaint was made 
and a request put forward that the F.B.I. should do something to try 
and straighten this matter out with the Treasury. Therefore a sub- 
committee was set up to deal with it, the points being that the F.B.I. 
should firstly press that the Government departments should eliminate 
investigations of the same set of books by a number of different cost 
1 Reprinted as an Appendix, see page 257. > 
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investigators, and that these investigations should he centralized in 
some way so that each contractor dealt with only one cost investigation 
department and not several as was the case mth many. Also that the 
F.B.I. should press that the Treasury should lay down a code of basic 
principles of costing as a guide to both the investigators and the con- 
tractors. 


As a result of these negotiations with the Treasury to a large extent 
the duplication of cost investigations has been eliminated, and you 
will judge for yourselves how satisfactory the other part was. 

The sub-coimnittee, w'hen it got to w’ork, foimd that there was a 
document called the Colw5m Report, which some of you may have heard 
of but many of you no doubt have not, but it is interesting to note that 
during the last w^ar exactly this same need arose, and the Colwyn 
Committee was set up to do just what the Treasury has recently done, 
i.e. to settle a code of costing principles governing the costing of Govern- 
ment contracts. The date of that report, it is interesting to note, was 
31st October, 1918, so it w'as a httle late to be of any use so far as the 
last war was concerned, but that Cohvyn Report is still in existence in 
the archives of the Government departments, and it appeared that in 
arguing costs wdth a contractor the departments from time to time 
quoted the Colwyn Report. On the other hand contractors did not know 
of this report. As a result of the F.B.I. negotiations we have put the 
Cohvyn Report to death and a new code has taken its place. 

The F.B.I. attacked this problem in tw’o parts, firstly costing, and 
secondly — a much more delicate problem — ^the profit margin to be 
added to the cost. The first has been concluded, but the second has not. 

The F.B.I. in its memorandum to the Treasury firstly pointed out 
that a large number of Government contracts were based on cost plus 


a percentage, which, it was suggested, was a bad principle, and which 
W'as further complicated by the formula that the Government used for 
arriving at the profit percentage, which is based on turnover of capital. 
If, for example, a contractor turns over his capital once a year, the 
profit percentage might be 10 per cent. If he thereafter bj'^ energy, 
initiative and drive increased his tumoyer of capital to tivice per armum, 
his profit percentage would fall to 5 per cent, which would still give him 
10 per cent per annum on his capital. This sj^stem, as you w'ill appre- 
ciate, takes away aU urge to increase production, because the contrac- 
tor gets no benefit whatever for his increased efforts, and the inefiicient 
contractor benefits at the expense of the efficient one. The Treasury 
sm t ey did not understand this, but I think you wiU readily agree 
a 10 per cent profit on inefficient costs means more profit per unit 
of production than 10 per cent on efficient costs. 

'0 . . . argued that cost investigations seemed in many cases 
nnecessary as 100 per cent E.P.T. was roping in to the Revenue 
anjwvay. The Treasury reply was that E.P.T. only 
s pro » and that the great bulk of Government expenditure was 



GOVERNMENT CONTRACT COST INVESTIGATIONS ‘ 247 

in the cost of production, which they therefore reserved the right to 
investigate. I think we_cannot very well argue against that. The 
F.B.I. argued that it was increasingly important to avoid the expendi- 
ture of imnecessary time and effort both on the part of the accountancy 
staff of the contractor and also the Government. It was argued there- 
fore that the departments should cut out cost investigations wherever 
there was an established market price for the particular products and 
that such market prices should be accepted. The Treasury pointed 
out that market prices might include excessive profit margins which 
would not be acceptable to the Government. 

Tlie F.B.I. also pressed that the departments should be content 
to accept the contractor’s auditor’s certificate as to costs, the Govern- 
ment, of courser reserving the right to investigate any casesThey wished 
to, but that that right should be used sparingly. 

The Treasury agreed that cost investigations should not be resorted 
to unless there was prima facie evidence that prices had been inflated, 
or where there was no time to adopt normal procedure, or where, owing 
to the novelty of the nature of the work, such as ship repairs, it was 
impossible to arrive at a proper pre-estimate of cost. 

The F.B.I. also pressed ^at the Treasury should lay dovrm in the 
form of a code the general principles of costing to guide both investiga- 
tors and contractors. That the Treasury agreed to, and it has been done. 

The Treasury agreed that the duplication of cost investigations 
should be abolished, and they laid it down that the department most 
interested in the contractors’ production, that is to say, the depart- 
ment taking the greatest volume, should investigate on behalf of all 
departments. In my own experience that has been done, although 
I have heard other contractors complain that they are still getting 
investigators from several departments. 

Coming to the details of the negotiations regarding costing, no 
great difficulty arises regarding prime cost which represents, of course, 
the direct labour and materials going into the product, and it is simply 
a question of identifjdng this expenditure and thus arriving at the cost. 
There are little points in connection with materials, which are not 
quite so important now, but w'ere of importance in the early days of the 
war. One is where a contractor takes materials from stock and uses 
those materials for Government contracts. When the war started 
many contractors were well bought and had heavy stocks, and upon 
the outbreak of the war prices rose and therefore such stocks often stood 
in the contractor’s books at prices materially lower than the market 
price when a Government contract rvas entered into. In these circum- 
stances, if a contractor used his own stocks for such a Government 
contract, the F.B.I. claimed that the contractor should be allowed to 
charge the replacement price, on the ground that he was using stock 
acquired for his civilian business and which he would have to replace. 
Alternatively, it was argued .that if the contractor did not want such 
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stock because, for example, bis civilian business had fallen ofi, then he 
was in a position in many cases to sell that stock andmakehis profit, sub- 
sequently purchasing specifically the raw materials for the Government 
contract. The Treasury would not give way on that point and insisted 
that the cost of materials must be the average of all purchases, including 
stocks. They did say, however, that specif cases would be considered, 
but ordinarily the average cost of raw materials must be taken. 

Another point is that in the early days of the war many contractors, 
very wsely, when they obtained Government contracts, specifically 
covered themselves for the raw materials — ^it was possible at that time 
to place fonvard contracts. The F.B.I. claimed that where a contractor 
had adopted this prudent practice, that he should be allowed to charge 
the actual cost price of those materials specifically bought for that con- 
tract. The Treasury would not agree. but insisted upon an average 
purchase price including stocks, but stated that special cases would be 
considered. 


Scrap and residual materials arising out of a contract are, of course, 
a credit to the costs of the contract. 

Corning to overheads, which are the crux of the whole matter, the 
first point argued was as to what should be the basis of allocating the 
tot^ overheads as between the civilian business and the Government 
business. In the case of a contractor whose business included (a) home 
civilian business ; (5) export ; and (c) Government contracts, the F.B.I. 
ar^ed that^ the total of the overheads, including manufacturing, 
selling, distribution and administration should be allocated pro rata, 
taking the business as a whole. It was pointed out in most businesses 
he trend w^ for Government businesses to increase and civilian 
usmess to diminish, and therefore if overheads were not allocated in 
that way the reducing civilian business would be saddled with an in- 
creasing burden of overheads’. It was argued, therefore, that the basis 
o spreatog overheads to the Government business should not be b3’^ 
rf. ^ allocating to Government business 

specifically earmarked as being in connection 
arfriimpnt busmess. Taking advertising as an example, the 

advertismg which increased the volume of civilian 
of overhoa^ fbc Government business by increasing the spread 

‘ f *''' ’’ B l- that the contractor must 

SvertitrS" • ‘httt ipW to such items as 

ottS S S;?- “"""‘f ^bscriptionf donations, and items- 

neeSarar replied tliat pre-war level was not 

XoSim 5" reinlmum. Regarding the general basis ol 

fdeSabfcas a S'JosfoS ‘‘“"’Vhat could^ol be readily 

S^a “ hot p R " “f ‘■'''t the bu-siness 

‘ tlarmlng and the other was lo spread such 
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expenses over the range of products to which the expenses related. 
The Treasury’s view .was that it was a matter of opinion and judgment 
and that in some cases the F.B.I. basis would be acceptable, but that 
in others "greater precision is sought.” 

Then referring to selling expenses — always a difi&cult problem — 
the Treasury stated that — 

"A uniform spread is indefensible and unacceptable. We have con- 
sidered whether it is possible to assist industry by giving more precise 
guidance. ... It is difficult to do so as, in general, cases rvill have to be 
settled by discussion of their individual merits between the Government 
accountants and the individual company. The most we feel able to say 
is that — 

“(a) Selling expenditure, including advertising, will not be 
excluded in principle as an item of overheads. 

"(5) Within the limits of a reasonable quantum of expenditure 
it wUl be allowed as an overhead Avhere, and to the extent that, it 
can be reasonably demonstrated that to do otherwise would mean 
throwing on to private trade an rmdue proportion of total overheads. 

"(c) We should take especial care to see that a company which 
had turned over to Government production was not unfairly 
treated in comparison with piece-time competitors who are continu- 
ing their civil work, assuming always that seUing expenses were 
kept at a reasonably low level. 

" (It is to be noted that the Select Committee considered the general 
principle for which the Federation contends. It said that it has been 
advanced that the overheads to be borne by Government work done by 
firms wth a decreasing civilian business should be a fair proportion of 
the whole overheads, including advertising and selling. It is important 
that these commercial organizations should be maintained, but they 
could not agree that a subsidy for their maintenance should be derived 
from overheads improperly attributed to work to which they do not 
relate. A solution of the difficulty is required and must be sought by 
other means.) 

"With regard to all overheads, the Treasury agreed that any costs 
common to both civil and Government work must be equitably spread 
subject to the total cost of the product being reasonable, and reasonable 
in relation to pre-war levels. This must not be taken to mean that pre- 
war profit margins are necessarily an acceptable minimum.” 

You will see, therefore, that this question of dealing rvith this diffi- 
cult group, namely, selling expenses, is left open to individual argu- 
ment, and the Treasury has not slammed the door in the contractor's 
face ; the door is ajar and it is up to the contractor to push it open. 

Regarding manufacturing overheads no great difficulties arise. 
The Treasury have agreed that the following can properly be included — 
Works staff and operatives endowment, pensions and provident 

1?A— (B.448) 
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benefit schemes, holiday pay, war risk insurance, technical and test 
expenses, research, allowances for defective products, w'orks canteen 
expenses, obsolescence losses, alterations and re-arrangements of plant, 
the cost of training labour, A.R.P. and other war emergency expenses. 
Regarding royalties and maintenance of patents, these \vill be allowed 
if they are in connection with products which are being manufactured 
for the Government, but if they are in connection with products solely 
for civilian business they \vill not be allowed. 

The decision regarding Service allowances is rather strange. Service 
allowances to sales and administrative staff can be included in over- 
heads but similar allowances to production staff and operatives \vill not 
be allowed. That seems most illogical but the Treasury argument was 
that Government ordnance factories do not give Service allowances 
to their operatives and therefore private contractors would not be 
allowed to include such allowances in their costs. 

With regard to depreciation of fixed assets, as no doubt you know, 
all that may be included in costs is the Inland Revenue wear and tear 
allowances. The F.B.I. argued that in many cases the contractor had 
to put in special plant for these Government contracts which plant 
would be useless to him after the war and he ought to be allowed to 
write it off over a short period of years. The Treasury answer was that 
it would be impossibly complicated to agree fresh rates wth every 
individual contractor, and, fiuthermore, they pointed out that tlie 
1937 Select Committee on Estimates ruled against allowances for special 
plant for Government contracts. 

Regarding the basis of allocation of manufacturing overheads, 
any commonly accepted basis rvill be agreed, for example, direct labour, - 
man-hour rates, machine-hour rates, or rate'per unit of production — 
whatever reasonable method has been adopted by the contractor will 
be agreed — and the same with selling and distribution expenses, the 
Government will agree any reasonable basis of allocation. 

Coming to selling, distribution and general administration expenses 
and the disputable items. Advertising I have already referred to, but 
generally the Treasury argument is that if the Government purchase 
goods at market price they have, in fact^ borne a fair proportion of the 
advertising expenses, but if they are buying at a special price and if the 
advertising is solely for non-Govemment orders, then the allocation of 
any portion of the expenses will only be admitted on the broad ground of 
policy. They have not slammed the door; and therefore it is up to the 
contractor to make out his case and if he can make it sufficiently strong 
there is the possibility that some portion, at any rate, will be allowed. 

Bad debts, the F.B.I. argued, were simply a necessary expense of 
carrying on a credit business, and as the credit business swelled the 
volume of sales, the Government benefited in the spread of overheads^ 
But the Treasmy were adamant ; they would not allow any bad debts 
because they say bad debts do not arise on Government work. 
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The Treasury agreed that the following could be included in selling 
and general administrative overheads — the cost of endowment and 
pension schemes, A.R.P. and war emergency expenses, war risks 
insurance, and Service allowances, and the following, they said, were 
not normally admissible but were open to consideration on the facts — 
export expenses — an important item — ^market research and develop- 
ment expenses, and price policy concessions. 

Carriage and packing, it was agreed, is usually a direct charge, and 
the Treasury said " If, however, the Government goods are delivered 
home and it is the firm’s practice to include these as overheads, it will 
be allowed.” 

Directors' fees, the Treasury stated, would be considered on their 
merits having regard to the status of the company, whether it was 
public or private, the pre-war level, and whether the directors were 
wholly employed by the contractor. We could not get them to be any 
more specific than that. 

They agreed to admit evacuation expenseSs^ut said that any capital 
expenditure must be treated as such, and, therefore, if a contractor 
purchased a mansion in the country the cost of the mansion would be 
capital. 

It was agreed that financial charges should not be included in costs, 
and that covers, of course, interest on debentures, loans and advances ; 
premiums and discounts on shares and debentures; commission on 
placing shares and debentures; undenvriting commission on, placing 
shares and debentures ; and issue expenses. On the other hand, interest 
on surplus funds is not a credit to costs. 

Regarding cash discounts, the Treasury claim that discounts on 
purchases of raw materials, supplies, etc., must be deducted from the 
cost of such materials, etc., and discounts on sales they regard as a 
deduction from the selling price. Sundry items, like salvage, rents 
received and interest received are not a credit to costs. 

Regarding sub-contracts, if the contractor is getting a percentage 
on cost, he will not be allowed that same percentage on the cost of 
work carried out by sub-contractors. Inter-departmental charges and 
charges by subsidiary companies have to be disclosed and also the 
amount of profit (if any) included because a contractor must not 
p3oramid profits. 

In conclusion, these negotiations, I think, did achieve something 
helpful as regards the avoidance of the duplication of cost investiga- 
tions, but as regards the Treasury code of costing principles I cannot 
say, speaking for industry, that we are by any means satisfied, but it 
does cover a lot of the ground and from personal experience I am of 
opinion that it has saved a considerable amount of time in concluding 
these cost investigations. 

Regarding the profit margins on Government contracts, as you 
know, the percentage is regulated by the turnover of capital, and there 
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what the F.B.I. wish to get defined is how to calculate the capital and 
turnover, but as these negotiations are not concluded I cannot say 
anything about them. 


Discussion 

In the course of the discussion which followed — 

Mr. Fitzwilliams asked whether any allowance was made for de- 
ferred repairs. 

Mr. de Paula: I do not think we referred to that specifically. I 
think yovL should certainly claim it. I cannot remember that we actu- 
ally argued that particular point, but certainty in equity you are entitled 
to claim an allowance for deferred repairs. 

A member said that different Government departments had differ- 
ent ways of dealing with deferred repairs, and pointed out that the 
M.A.P. did make an allowance under that heading. He asked if the 
lecturer could give any information as to the profit rates allowed by 
the various Government departments, and also a comparison of the 
stringency of the cost examinations of the respective departments. 

Mr. de Paula: Regarding the profit rates, where the departments 
were applying the formula, nowhere in black and white have they ever 
admitted what their basic percentage was, but they seemed to be work- 
. ing originall3' on lo per cent if your capital was turned over once in a 
year, but so far as I can judge at the present time they seem to be work- 
ing on about 'j\ per cent on a capital turnover of once a year. 

With regard to the stringency of the cost examinations of the differ- 
ent departments, they all seem to have totally different methods; 
there is no uniformity, but they are all working, when it comes to in- 
vestigating costs, to this new code. 

Sir. Wrigley pointed out that in his experience the Ministry of 
Supply accountant would not allow that part of the war- risk insurance 
premium which related to stock the onmership of which vested in the 
Government immediately on purchase by the contractor. 

Mr. de Paula : Generally, war risk insurance is allowable. 

A member asked rvhether it was possible, when considering the 
profit rate, to be allowed to take into consideration those companies 
which were not interested in profits. That sounded rather Irish, but 
he referred to those companies which were earning profits in excess of 
their E.P.T. standard and who were being asked to extend their busi- 
ness for Government purposes. The position at the moment was that 
they w'ere being asked to take the risk of loss without any po^ibility 
of profit, and many boards of directors were seriously considering 
whether they were fulfilling their duty to their shareholders in taking 
on this extra work, although it was in the country’s interest that they 
should do so. 

His second point, he said, referred to the question of loose tools. 
Where a company was asked to carrj' out extensions, the capital cost 


GOVERNMENT CONTRACT COST INVESTIGATIONS 


253 


being paid by the Government, the rule seemed to be that the company 
must pay for its loose tools. In many cases the company would not want 
. those tools after the war, but it had to find finance for them. It seemed 
to him that the cost of loose tools should be an allowable charge as 
regards income-tax, E.P.T., and contracts. Thirdly, he said, he would 
like to knowwhether any arrangements hadbeen made for appeal incases 
where a difference of opinion arose with the investigating accountant. 

Mr. de Paula ; On your first question, I quite appreciate your point, 
and what the F.B.I. has argued, and argued very strongly, is that the 
whole method of calculation is a thoroughly bad one, because it works 
against a firm extending its production. As youhave indicated, not only 
does it give a firm no urge to extend, but it is hurting itself by racketing 
its plant to pieces working overtime. The Government policy would 
appear to be moving more and more towards fixed price contracts. 
I think it is weU worth while for contractors to get into touch -with the 
particular department concerned and try and evolve a scheme whereby 
they get fixed price contracts which give them some incentive to increase 
production in the national interest. Of course, E.P.T. will claim the 
extra profits but, at any rate, there is the 20 per cent that \vill one day, 
we hope, come back to roost. Further than that, I think we cannot go. 

Your second point was with regard to loose tools. I entirely agree 
with you, and I do not think that one should have much difficulty in 
getting loose tools written off very quickly. 

Your third point was the position in the case of a dispute. I am 
afraid at the moment there is no court of appeal and therefore you are 
very much, if not completely, in the hands of the investigator, but if 
it is a question of principle that is involved and you totally disagree 
Avith the investigator’s ruling, the thing to do is to go as high up in that 
department as you can to argue your case, and I think you will find 
that they are not unreasonable and there is hope, if you put your case 
well, that you \vill get a favourable decision. Apart from that I do not 
think there is anything you can do. 

Mr. Pagnamenta asked whether it would be possible to get copies 
of the Treasury report to which Mr. de Paula had referred, as it would 
be most interesting to study it at one’s leisure. His second point, he 
said, arose out of Mr.' de Paula’s suggestion that individual firms should 
press for fixed price contracts whenever possible, and he w'ould like 
to ask whether it would not be advisable to carry it a stage further 
and endeavour to obtain a uniform price for the product. In the iron 
and steel industry there were rmiform prices and always had been, and 
the Government there were willing to accept certain cost checks. 'An 
enormous amount of the nation’s time must be spent now in the inves- 
tigation of indi\idual contracts, and if by a routine investigation of a 
number of firms in the industry a price could be established for certain 
recognized production he felt it would be a great advantage not only 
to the industry but to the Government. 
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Mr. de Paula; Regarding your first question, I have no doubt 
you could get copies of this report from the Federation of British In- 
dustries. Regarding your second point, I think it is a matter for the 
individual industries and I think myself that the Government would 
welcome it, but it is not ^ways quite so easy. I know industries where 
it would be impossible because it would go very much against the 
smaller man. There are many industries where you have got one or two 
very big firms who have a very low cost of production, which a small 
man could not look at, and. you would find it extremely difficult to fix 
a price for those industries that was not very hurtful to the small man, 
or if you gave him sufficient the big man would be making much too 
much. But I think where it would work fairly in an industry, if the 
industry argued it with the Government they would be pushing at an 
open door and the Government would probably welcome it. 

Mr, Robson said he had recently had some experience with the 
diesel oil industry, which industry as a whole negotiated with the de- 
partments and made the very points that had been mentioned. The 
attitude of the Government was that they were quite prepared, indeed 
anxious, for fixed price contracts becau^se they found their r^ources 
in the form of cost accormtants and so forth were quite inadequate to 
check the cost plus contracts, so recommendations had been sent out 


to the industry that they should endeavour to negotiate fixed price con- 
tracts b3^ reference to the formula of a percentage increase to cover 
the increased costs of labour and materials over and above the standard 
price of the product in some pre-war year. 

He believed in one industry they were taking the year 1935 for the 
standard price of the product and adding 25 per cent to that for all 
contracts placed before December, 1940, and a further 5 per cent on 
contracts placed after December, 1940, and fixed price contracts on 
that basis had been handed out. They had also made the further 
recommendation that those industries should on no account agree to 
contracts with a maximum price for novel products, such as prototype 
gun mountings or aeroplane parts, because in such circumstances the 
manufacturer possibly did not know' what trouble he was running 
in o with nio^cations and so on. If he accepted a maximum price 
contract and found he had incurred a loss, he was not reimbursed, and 
so the recommendation had gone out to the industry that under no 
circums ances should they accept that t3pe of contract, but preferabty 
fLo ^ ° t which did not lend themselves to fixed prices, 

^ (m d be for cost plus for an educational period until tlie 
sbmiM obtained some Imowledge of the cost incurred, and he 

education^ p“S "‘"^otiatc lor a fixed price contract after the 

found some manufacturers in the iron and steel industr3' 

. \ ome over c suppty departments endeavouring to exclude 
any clause relating to increased cost of labour and materials if a fixed 
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price contract was entered into, which he thought was rather an error 
because one could not envisage prices and anticipate wages and mate- 
rials, and there was always the question of loss arising from force 
majetire, such as the bombing of the factory. 

Mr. .de Paula : I know of many cases where fixed price contracts 
have included a material and labour variations clause, and that is 
necessary. I should have thought that should be arranged in your case. 

Mr. Ambler said that the speaker in dealing with overheads referred 
to directors’ fees, and asked what yardstick there was, if any, for dealing 
with directors' remuneration. 

Mr. de Paula; Unfortunately the Treasury would not be specific. 
They simply said they would judge each case on its merits. They gave 
us no indication of what yardstick they would use. 

Sir H. Howitt said he was sure they were all very interested in the 
lecturer’s remarks on the accountancy difficulties that arose in all these 
problems of cost investigation, and he would like to ask if there was any 
way of avoiding those problems. On the one hand there was a shortage 
of accountancy staff and on the other hand it was necessary to have 
some kind of control over the expenditure incurred by contractors' so 
that demand on the resources and labour of the country was reduced 
to a minimum. Those were two extremes and it was necessary to steer 
between them. AU sorts of schemes had been put forsvard to try to do 
so, and he asked if the lecturer could make any suggestion mth the 
object of reducing the demand that is thrown on the accountant’s time 
at the moment. 

Mr. de Paula : There is one method which would save a considerable 
amount of time and that is if the departments would agree that they 
would not do their investigations at the 6nd of the year — ^which means 
after"^the end of the financial year, which in turn means you cannot 
make up your accounts or know where you stand because you do not 
know how much they are going to ask back from you or what percentage 
they are going to give you. If instead the department would fix the 
percentage for the coming year on the basis of the past j'^ear so that you 
- knew exactly what your percentage was for the coming year and that 
it would be unalterable, 'then, if on this basis they would fix contracts 
for (say) three-monthly periods in advance at fixed prices, the depart- 
, ment having the right, of course, to investigate costs when the contrac- • 
tor was submitting his quarterly prices, by such a method the number 
of investigations could be reduced. 'Wherever possible some sort of 
fixed price scheme is, I think, the solution, but different industries - 
would have different circumstances and I do not think it would be 
possible to lay down any scheme that would be fair for all industries. 

Mr. North asked if Government departments made any allowance 
for exceptional depreciation. 

]Mr. de Paula; What you are allowed for income tax you will be 
allowed for this purpose. They simply follow the income tax allowances 
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A Member asked ii any information could be given as to how capital 
was to be calculated. 

Mr. de PauM'; That is a subject which the F.B.I. has not finished 
with. It is a very complicated subject. Time is getting on and calcula- 
tion of capital and turnover are subjects on their own, and I think it 
would be very late if we went into that now. 

A vote of thanks to the lecturer was carried with acclamation. 
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APPENDIX 

STATEMENT AGREED BETWEEN THE F.B.I. AND THE 

TREASURY 

The agreed Statement, drawn up as a result of the discussions between 
the F.B.I. Committee and the Treasury is reproduced, below 

. GOVERNMENT CONTRACT COST INVESTIGATION 
Report op Representations 
In War Circular No. 41, members received a note of representations 
made to the Government on Cost Investigation of Government Con- 
tracts. Since these were put fonvard discussions have been carried 
out with the Treasury, as a result of which an agreed statement has 
been dra\vn up. 

This is reproduced below in the hope that on the basis of points now 
apeed, members may be assisted in settling difficulties in connection 
with their individual contracts. 

1. The Federation submitted that the basis of cost plus a percentage 
for profit was undesirable for contract purposes, giving as reasons that — 

{a) the reward to the inefficient manufacturer whose costs were 
high would be peater than to the efficient manufacturer; 

(6) in the majority of cases cost investigations serve no useful 
purpose. Now that the rate of E.P.T. is 100 per cent, any excessive 
profits, which cost investigation is intended to prevent, will, in the 
majority of cases, find their way to the Exchequer by another 
route. 

(c) it is increasingly important to avoid unnecessary labour. 

It is therefore suggested that — 

(1) where there is an established market price, that price should 
be accepted ; 

(2) a certificate from the manufacturers' auditors as to costings 
should be accepted, while the department should hold in reserve 
the right to investigate costs. 

(3) the right to investigate cost should be used sparingly, as the 
system is wasteful of skilled clerical labour both in Government 
departments and manufacturers’ staffs ; 

{4) general principles governing costing should be apeed to 
obviate delays and disputes; 

(5) duplication of cost investigation by departments should be 
avoided by the institution of a unified staff of Government cost 
accountants. 

2. In reply it was agreed that the cost plus a percentage basis was 
undesirable. It was stated by the Treasury that the criticism («) above 
was not understood (but it is to be noted that it has since been referred 
to in the case of cost plus percentage by the Select Committee on 
National Expenditure, Fourth Report). It was added in regard to 
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(b) that E.P.T. only limited profits. The great bulk of expenditure 
was represented by production costs which must be investigated. 
With regard to (i) it was contended that an established market price 
might include an excessive profit margin. 

3. Generally speaking it was accepted that cost investigation should 
not be resorted to unless there is prima facie evidence that prices are 
inflated against the Government, or the contract is of such urgency that 
there is no time for the normal procedure, or where by reason of novelty 
or the nature of the work, e.g. ship repair, it is impossible for cither party 
to arrive at a proper prC'Cstimate of cost. (This guiding line is accepted 
by the Select Committee wliich, however, suggests that even in ship 
repair work, much can be done to avoid cost plus contracts. It also 
throws doubt on the urgency argument on the ground that proper 
preparatorj' work speeds up, not delaj's, completion of the contract. 
It also puts the place of “target contracts” between contracts costed 
on the ground of novelty and fixed price contracts which should be used 
when straight run production is reached.) 

4- It is accepted that duplication of cost inv'estigations by different 
departments should be abolished. It has since been stated in the House 
that tlris is to be achieved by all costings for a contractor being done by 
that department most interested in his production. 

5. With regard to (2) the emplo3mient of a contractor’s own auditors 
is being introduced on an e.xperimental basis. 

6. With regard to (4) — agreement on general principles of costing — ^it 
was pointed out bj' the Treasury that contractors all have their outi 
costing sj'stems which could not be reduced to strict uniformity. (The 
Select Committee urges that the more this can be done within an3’’ one 
industry the more informative will costings be.) In reply to the Trea- 
sury the Federation explained that it intended to suggest agreement on 
general principles and not in such detail as w’ould entail recasting any 
contractor s costing system. The Treasury agreed that the suggestion 
^at there should be a code of general principles to which Government 
investigators shoiild w’ork is one w'hich merits the closest consideration, 
and various disputable questions of principle were discussed. 

Prime Cost 

7. With regard to prime cost it was felt that this seldom gave rise 
to dispute. The Treasury, however, point out that the departments 
must be free to disallow an3'^ costs w’hich are unreasonable, such as 
anse from over-purchase of materials or labour not necessarily employed 
on the contract. Further, it was agreed that scrap and residual raw 
materials should be credited to costs. 

8. The Federation contends that where a contractor uses on a 
ovemment contract materials which he has in stock, the replacement 

V ue, and not the cost, should be tak^n. The Treasury does not agree. 

was pointed out by the Federation that a contractor might have 
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purelinM'tl <5nc]j matrjiats fitr Ihf' purj'tONS' of lus civil work nntl miglil 
divert (hem to a Gtivenuiicjit conttact to ^avc time, replacing them 
whw) fre-o !o do ro. In r<*ply it is mid»'r.s{ood that such .special aiscs 
may receive consich-falion. 

OinhfinJs 

f). The most imjiortant of the dispntahlc point.s was the general 
principle urged by the Fedemtion "that all Government contracts 
.’’hoiild hear a fair i-ateable proportion «»f mamifacturing, selling, dis- 
trilmtion and administrative eNpenses of the business taken as a ^Yholo.'’ 
In support of this it was arlvaiiced that any expenditure resulting in 
increased civil work b<-nef>ted, by the .sjnenri of overheads, both the 
civil and Government work. In reply, the Treasury stated that— 

"The extent to which a charge not readily idoiitifiablo as a direct 
cost of a unit production .should he spread over the husinc.ss as a whole, 
or merrdy over the range of proditet to whicli it relates is in many cases 
a matter of opinion and judgment in which the conflicting claims of 
equity and .simplicity have to be balanced. In some cases it is accep- 
table to spread overheads pro nila over the whole business. In others 
greater precision is sought. Selling expenditure covers so wide a range 
of service hencTiting iiKlivicliial products in such differing degrees that 
so far as Govenimcnt orders arc concerned, a uniform spread is in- 
dofcnsible and unacceptable. 

"We have considered whether it is pos.sihJe to assist industiy bj' 
giving more precise guidance. ... It is diflicult to do so as, in general, 
cases will have to be settled by discussion of their individual merits 
between the Government accountants and the individual company. 

"The most we feel able to say is that — 

" (n) Selling c.xpcnditure, including advertising, will not be 
c.xcludcd in principle as an item of overheads. 

"(6) Witliin the limits of a reasonable quantum of expenditure, 
it will be allowed as an overhead where, and to tlie extent tliat, it 
can be reasonably demonstrated that to do olhciavisc would mean 
throwing on to private trade an undue proportion of iotal overheads. 

" (c) We should take especial care to see that a companjf which 
had turned over to Government production was not unfairty treated 
in comparison with peacetime competitors who are continuing their 
civil work, assuming always that selling expenses were kept at a 
reasonably low level," 

(It is to be noted that the Select Committee considered the general 
principle for which the Federation contends. It said that it has been 
advanced that the overheads to be home by Government work done 
by firms with a decreasing civilian business should be a fair proportion 
of the whole overheads including advertising and selling. It is impor- 
tant that these commercial organizations should be maintained, but 
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they could not agree that a subsidy for their maintenance should he 
.derived from overheads improperly attributed to work to which they 
do not relate. A solution of the difficulty is required and must be 
sought by other means.) 

10. With regard to all overheads the Treasury agreed that any 
costs common to both civil and Government work must be equitably 
spread subject to the total cost of the product being reasonable and 
reasonable in relation to pre-war levels. This must not be taken 
to mean that pre-war profit margins are necessarily an acceptable 
minimum. 


Selling and Adminisiraiive 

11. The Federation made suggestions that the allocation of selling 
and administrative overheads should be based on the net sales value 
of dehveries to customers. In reply, it was said that there would be no 
real advantage in disturbing the contractor’s existing cost ^stem. 

12. If the contractor has received a free issue of materials it may be 
necessary to adjust the basis of allocation of overheads. The Treasury 
state that this is usually done by agreement with the contractor. 

13. It is agreed that seUing and administrative overheads are to 
include the cost of commercial and administrative endowment and 
pension schemes, service allowances, A.R.P. and war emergency ex- 
penses and war risks insurance. The Federation contends that, in 
addition, the following should be included — ^market research and de- 
velopment expenses, price policy concessions and export expenses. 
The Treasury states that these items are not normally admissible. 

14 - The Federation contends that bad debts should be included in 
overheads. The Treasury does not admit this, on the groimds that bad 
debts are not incurred on Government work. 

15 - With regard to administrative overheads, it is agreed that these 
^e allowed subject to their being considered reasonable in amount. 

^tors fees must be considered on their merits, regard being paid 
o t e status of the company (public or private), the pre-war level of 
remuneration, and whether the directors are whoUy employed by the 
con ractor. Evacuation expenses are in principle admissible but capital 
expenditure of this nature would be treated as such. 


Mamifaduring Overheads 

^^eration and the Treasury were in agreement that the 
foUovmg shoidd be mcluded in manufacturing m-erheads- 

benefit^schemes °Psratives' endoi\Tnent, pensions, and provident 


Holiday pay. 

War risk insurance. 
Techmcal and test expenses. 
Research. 
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Allowances for defective products. 

Works canteen expenses. 

Obsolescence losses. 

Alterations and rearrangement of plant. 

Tlic cost of training labour. 

A.R.P. and other war emergency expenses. 

17. The Treasury stated that royalties and maintenance of patents 
were allowed if they were paid in connection with the production of 
stores supplied under Government contracts, but that where, for 
example, payment was for licences for purely ci\dlian production, it 
was not allowed as an item of overheads apporlionable to Government 
contracts. The Federation submitted that if a contractor had given 
up his civil prodiiction in order to fulfil Goi’crnmcnt orders the pay- 
ments he might be compelled to make on minimum royalties and to 
keep his patents alive, even though not concerned with the product 
cahed for bj' the Government, ought to be admitted. At an intendew 
it was understood that such cases would be considered on their merits. 

18. The Federation contends that Sendee allowances should be 
included in manufacturing overheads. WTiilc admitting such allow- 
ances in selling and administrative overheads, the Treasury does not 
permit them in manufacturing overheads. It is understood that the 
reason is that allowances arc not paid to the personnel of Government 
arsenals who may join the Forces, and it is therefore held by the 
Treasury to be illogical to permit contractors to make such allowance 
at Government expense. 

19. The Federation represented that the rates of wear and tear 
allowed by tlie Inland Revenue were too loiv and ought to be increased 
for contract cost purposes. In reply at an interview it was said by the 
Treasury that in effect it would be impossibly complicated to agree to 
fresh rates %vith every contractor. 

20. It was agreed that carriage and packing is usually to be dealt 
with as a direct cost. If, however, the goods are delivered home and it 
is the firm’s practice to include these as overheads, it will be admitted. 

'Financial 

21. Financial charges, as agreed by the Colwyn Committee, should 
be excluded. This covers interest, premiums, discounts and commis- 
sions on. shares or debentures and issue expenses. Equally, interest 
earned by a contractor on his surplus funds is not to be credited to 
costs. 

‘ Gmr Locock, , 

Director. 
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Chapter XXII 

Conclusions 


Having come to the end of a long journey, it 
would seem to be necessary to make an attempt to draw conclusions 
from the observations made and the experiences gained, which, of. 
course, were those of an individual traveller. These conclusions are 
necessarily personal ones with which naturally many will not' agree. 

Accounting Principles and Kindred Matters 

The development of the movement towards the improvement in the 
form of presentation of accounts and the establishment of an agreed 
code of basic accounting principles can be traced back some twenty 
years or more. In those far-off days there was a small minority that was 
not satisfied with the general and accepted practices of that time. 
The Kylsant case in 1930 fell like an atomic bomb and profoundly 
disturbed both the industrial and the accountancy worlds. It was this 
event, in the writer's judgment, that gave this whole movement its 
first great impulse. Directors and auditors of companies immediately 
commenced to reconsider their methods and practices in the light of 
the lessons to be learned from that grim case. 

Very soon afterwards, accounts of companies commenced to appear 
in a revised form and which obviously represented an attempt to apply 
the lessons to be learned from the Kylsant case. The boards of those 
companies blazed a new trail and great credit is due to them. When 
some of the big and important companies adopted the new form of 
presentation the followers grew in number, but slowly at first. 

When the Council of the Institute of Chartered Accountants in 
England and Wales issued its recommendations on accounting principles 
the movement gathered great force. This further impulse was again 
increased by the publication of the Cohen Report and later by the 
Companies Bill. 

The basic principles, as now established, represent a revolution 
in the whole approach to this problem. During the lifetime of the 
accountancy profession as an organized one, there has been no event of 
such momentous importance. 

The fundamental change has come about, it is submitted, in the 
most desirable way. It has not been imposed from above by law upon 
an unwilling public, but the law has followed the existing best practice. 
Practical men of affairs had read the lessons of the Kylsant case and 
voluntarily and immediately commenced to evolve accounting prin- 
ciples and practices to comply with them. For example, the Institute’s 
recommendations as regards the form of presentation of accounts,. 
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including consolidated accounts, were based upon the existing practices 
of many companies that had alread}? modernized the form of presenta- 
tion of their accounts upon the lines subsequently recommended. 

The recommendations of the Institute, regarding depreciation of 
fixed assets and the vexed question of the valuation of stock-in-trade, 
many consider to be the most revolutionary of all. Within and wthout 
the profession many do not agree udth them. The principles, upon 
which these two recommendations are obviously based, are, firstly 
the avoidance of the distortion of the true trend of earnings, and 
'secondly the separation of basic principles of valuation from the 
separate question of prudent reserves dictated by financial policy 
considerations. The vuiter is in agreement with the Institute’s re- 
commendations upon these two matters. 

In both of these cases there is another ver^r important factor upon 
which opinions differ and that is whether or not the replacement values 
should govern the pro\dsions for depreciation of fixed assets and the 
valuation of stock-in-trade. Economists and many accountants do 
not see eye to eye on this point. This is a field which calls for close and 
scientific study. At the moment, so far as the "writer can judge, the 
majority of accountants, including himself, are in agreement with the 
Institute’s recommendation upon this point. 

The creation, in 1942, of the Taxation and Financial Relations 


Committee, by the Council of the Institute, and, some years earlier, 
by the Society of its Research Committee, marks the first endeavmus 
by the profession to think out its problems upon a collective basis. 
Prevdously the profession in this countr5? had developed upon a purely 
indi'vidu^stie^ basis. The results of these collective efforts by the 
Institute and the Society have been remarkable and very far reaching 
in their influence. This is particularly noteworthy, in view of the fact 
that each of these Committees is composed of very busy individuals, 
who can devote to this work only intermittent 'hours. 

achievements are so encouraging that the vuiter hopes that 
mis fruitful line of action ^vill be expanded and developed to the full. 

IS suggested that the profession should set up an organization, upon 
a full time basis, for the carrying out of research, as the older professions 
a% e orie. There are still many further territories to be explored for 
the benefit of both industry and the profession. 

• research work is the essence of sound progress in most 

° 0. and it is submitted that the accountancy profession in 

this country badly needs this invaluable help. If some of the best of 
e rising generation could be encouraged to devote themselves to 
such work, then, in addition to the results of their research, no doubt 

commence to produce textbooks of 
quahty. Upto-date accountants in this country have produced few 
00 so e ghest quality that have, in marked degree, advanced 
professional knowledge, and that have developed and improved our 
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professional technique. The reason is that individual accountants 
are far too busy vith their other affairs to be able to spare the time to 
write. In the old professions, their great miters almost invariably are 
found in the quiet and peaceful atmosphere of the Universities. 

In America, where the Universities play a leading part in the teach- 
ing of accountancy and the development of the profession’s technique, 
there is available, in the Avriter’s opinion, a far fuller, deeper and wider 
range of professional literature, than exists in this country. That 
situation is undoubtedly due to the fact that thinking; research and 
writing upon these matters are mainly carried out in America upon a 
full time basis and in the quiet atmosphere of the Universities. 

The establishing and development of our professional technique 
is a matter, all will agree, of vital importance to the future of the 
accountancy profession. In this country, in the past, our technique 
grew in an uncontrolled and unorganized way. There was little collec- 
tive thinking and exchange of experiences, but the profession’s tech- 
nique developed mainly upon an individualistic basis. 

It would seem, therefore, that this is a supremely important prob- 
lem that should be constantly in the mind of the profession. In recent 
years a splendid start has been made, but there is still much to be done 
and a rapid advance would seem possible only if an organization is set 
up, upon a full time basis, for the specific purpose of thinking, research, 
teaching, and writing. 

Financial Planning and Control' 

In this section of the book the reader passes into the world of indus- 
try and commerce, the whole of the matters dealt with are a part of the 
management held. 

Forward planning is the basis of successful operation in all fields of 
endeavour. The Services have learned much regarding the technique 
and use of planning in time of war and planning is just as essential in 
order to control effectively an industrial undertaking. Industry might 
learn much from a study of Service methods. 

It is the financial aspects of industrial planning that have been con- 
sidered, which is a vital and most important part of the whole manage- 
ment problem of operating and controlling industrial concerns. 

Far too little consideration has been given to this subject in this 
country in the past, but it is to-day one of management’s burning prob- 
lems. It may be said to have become a national problem, as it is of 
supreme importance tliat the industries of this country shall increase 
their efficiency to the maximum. The recent reports of the Working 
Parties have all stressed this vital need. 

All those who have been in a position to study the methods of control 
within industry in this country would, the vTiter feels confident, testify 
that the general standard is very low and compares very unfavour- 
ably with the general standard in, for example, the United States of 
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America. As regards the general standards of costing, during the recent 
war years, the Government departments have seen, at first hand, 
the costing systems of most of the industrial concerns in this countrjL 
The \vriter believes that the views of the Government ofiicials con- 
cerned, if expressed, would be veiy’^ unflattering to British industry, 
and by inference, to professional accountants. 

There are many concerns that have modernized their methods 
and the best here would, %vithout doubt, stand comparison -with the 
best in any other part of the world. But it is the raising of the general 
standard that is so vitally important to the Nation in the most difficult 
times ahead. When the present sellers market comes to an end, as it 
inevitably must, our export trade ^\'ill have to face world competition 
solely upon a price basis. This British industry will be able to do, only 
if its general level of efficiency is equal to that of competing nations. 
AH %vill agree that from the industrial point of view this matter is one 
of vital importance. 

The accountant in industry is obviously deeply concerned %vith 
this problem. But where are they to learn how to organize tins im- 
portant part of their control systems? To date, accountants in industry, 
who are at the centre of this whole matter, have had to build up-their 
systems, almost entirely empirically. 

Accountancy practitioners may feel that this subject is no concern 
of theirs. The vriter wonders whether this view is sound? The prac- 
ticing accountant has been likened to the business doctor; if so, surely 
he should study the industrial body, its ailments and their cure, just 
as the medical profession does in the case of the human body. In the 
medical profession that does not mean that every practitioner is a 
specialist on every aspect of the human body and its ailments, but the 
medical practitioner is expected to have a working knowledge that will 
enable him to diagnose the complaint and decide whether or not a 
specialist is required to prescribe the cure. 

If an mdustrial concern is sick, accountants are often called in to 
make ^ investigation. They can soon ascertain the weaknesses of the 
mancial position, but that may be likened to spots on the human body, 
^e patient kno^vs all about his spots, but what he wants to know from 
T ® what gave him the spots and how are they to be cured, 

n e case of an industrial concern, the cause of the disastrous financial 
positron, m a great proportion of cases, is that the whole control system 
bo(^ may be likened to the nenmus system of the human 

It IS, therefore, submitted that it is most desirable that the account- 
^cy pro^ ession should study this problem in order that it may render 

e maximum service to industry. Industry, also, is vitally interested 
m explormg t^_s whole field. Accountants in industry' should be 
specif s m t^s subject, as also are certain practitioners and the 
remammg practitioners should have a working knowledge so that they 
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could diagnose the ailment and if necessary advise the calling in of the 
specialist. 

In this country the need is for research, literature and teaching in 
this field. Man}’' will say that this is a matter that cannot be taught 
and that it can only be learnt in practice. The writer’s experience 
does not confirm this. He found himself in the position of being re- 
sponsible for teaching this subject in a university, he had little expe- 
rience and had never seen a financial planning system operated in any 
business. His only means of learning was to read mainly American 
literature. Chapters XI and XII in this book are part of the results of 
this academic study of this problem and of the teaching matter evolved 
from it. ^Vhen a few years later the writer went into industry, he had 
the opportunity to prove out these ideas in practice. It was the irresis- 
tible attraction to experiment within industry with these ideas which 
were all conceived in theory that induced the ^vriter to give up his 
practice and resign from his University chair. 

The result of this practical experiment is showm in Chapters XIII 
to XVI and readers will observe that the outlines of the original 
system of control based on theory stands unaltered in the system in- 
augurated and developed in practice. Naturally it was expanded and 
developed in many directions but the bases of the teaching, founded on 
a purely academic study, stood the test of practical experience on a 
very big scale. Furthermore, the fact that the \vriter had studied 
this problem enabled him to proceed immediately in organizing and 
installing the new system in the company with which he was then 
associated. 

It is this experience that has convinced the \vriter that this subject 
can be taught, ivith great advantage to those entering and already 
in industry and commerce. This vdew is confirmed by the fact that the 
recently formed Institute of Management places education for manage- 
ment as one of its main objects, and that a departmental committee 
is at present sitting to report upon education for cornmerce. 

The writer is also convinced that professional- accountants should 
all study this subject as a part of their professional education, as a 
working knowledge of it would enable them to increase greatly their 
services to industry. Those accountants who specialize in it will open 
a door leading to a rich field of activity which they irill find to be of an 
absorbingly interesting nature, at least that is the writer’s experience. 

Miscellaneous 

In the paper reproduced in Chapter XVII and which was 'delivered 
in March, 1943, the writer attempted to make a siurvey of the future 
of the accountancy profession. Two matters that were dealt with 
were already in train, though the ^vriter was not aware of it at that time. 
The first was the proposal for the co-ordinating of the practice of public 
accountancy in Great Britain. It is hoped that this matter will be 
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completed satisfactorily in the near future. The second was the amend- 
ment of the Companies Act, as the Cohen Committee was appointed 
by the President of the Board of Trade on the 26th June, 1943- 

Regarding the position of afcountants in industry, there are now 
two accountants from industry upon the Council of the Institute and 
many of them are serving upon the various committees and sub- 
committees of the Taxation and Financial Relations Comnaittee. 
In these ways accountants in industry are playing an important part 
in the affairs of the profession. Thus co-operation between accountants 
in industry and in practice has been effectively achieved and very cor- 
dial and satisfactory relations have been established between these tw'o 
branches of the Institute. 

The question of expanding our educational system to cover finan- 
cial planning and control and kindred subjects has been dealt %vith 
above under the heading of “Financial Planning and Control.” To 
establish such teaching upon a satisfactory basis would take many 
years, as we have very few teachers and tejrtbooks in this field and an 
essential preliminary would be research work, so as to ensure that the 
whole of the teaching was built up upon a sound and practical basis. 

The building up of a code of accepted accounting principles bp 
been carried out most successfully and has culminated directly in 
influencing the terms of the Companies Act. 

Regarding education, textbooks and research, one very welcome 
step forward has taken place and that is the establishment of the 
University scheme, agreed upon by a joint committee representing the 
universities and the profession. Under this scheme an articled clerk 
can first attend a university on a full time basis and take a degree and 
then do his or her practical work with his or her principal and work 
for the final examination. Under this scheme the articled clerk is ex- 
cused the intermediate examination. 

This is a very significant" event, cis thus the universities are being 
drawn-into the profession’s educational problems and it is sincerely 
hoped that this scheme will produce teachers and WTiters, and that it 
will be developed further. 

It is, of course, not yet known as to what proportion of the future 
members of the profession will take advantage of this scheme. For the 
remainder of the articled clerks, the old system stands and even under 
the University scheme the articled clerk will work for his or her final 
examination under the old conditions and under the old trainingscheme. 

From Chapters XVII and XVIII it will have been seen that the 
writer, for many years, has been very unhappy regarding the pro- 
fession s existing educational systeni. It will have been noted that as 
far back as 1926 he first raised this matter. Ever since he has been “a 
lone voice crying in the wildemess" regarding this very important 
question. Fmv appear to agree with him. It w'ould seem, therefore, 
that he must be wrong. But— he wonders. 
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His only claim to speak upon this subject is that he has seen and 
taken part in'every aspect of it — as articled clerk, as practitioner, as 
an accountant in industry, as a teacher for about twenty years within 
the profession and as a teacher for ten years in a university. That 
experience convinced him that the present system is not worthy of a 
great profession and is not fair to its articled clerks. 

He therefore suggests that the profession should reconsider this vital 
problem and call in educationists of the highest standing to advise. 
Training as a professional accountant does not qualify a man as an 
educationist ; the writer certainly would not dare to claim to be one. 
This surely is a matter of vital importance to the profession and is one, 
therefore, upon which the best expert advice should be sought. 

The fundamental issue is as to how the period of articles should be 
divided between full time practical work and full time theoretical work. 

> In this country the proportion allocated to full time theoretical work 
is very small indeed, in the United States of America the opposite 
is the case. May not "the middle of the road” be the wise and just 
solution? 

The responsibilities of the accountancy profession are ever increas- 
ing and the field of activity ever widening. Could there be any matter 
of more supreme importance than for the profession to make certain 
that its system of education is absolutely sound and that it is the 
best that can be provided? Only in that way can the profession 
make sure that it will render the maximum service to the community. 
The future must be the responsibility of the rising generation ; it is 
vital, therefore, that future members should be fuUy equipped in order 
to shoulder the great responsibilities ahead of them. 
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